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May 2, 4975, 
10 AM. 


(In open court, jury present.) 


MR. BROOKS: Your Honor, fore we start off 


a few housekeeping details that I would iike to bring to 


the court's attention. Cur reporters have heen doing 

an excellent job with the daily transcript. However, 
yesterday afterncon's transcript hes three erro that 

I think are significant enough to get changed. I wonde ed 


, Jf I could put that in the record now. 


THE CCURT: Have you and Mr. Eeebe taiked about 


MR. BEEBE: I didn't know about this. I think 


it would be more appropriate to do it during the recess. 


4HBRDRE YW - Re McELR OY, resumed. 
DIRECT EXAMINATIGN CONTINUED 
BY MR. BEEBE: 
Q Mr. McElrey, I believe that when we left ort 
yesterday you were testifying about the results of your 


examination of MDonnell's books and records between 


erence 
EET SRT TATE EI OT MBSE ET I 


sadlatheedieah hacen daiaediad chdaaiiiaeamenaametamaemmmmmad aeenam meneame gen aarp 


A eirnhaeeaad tania aaemmeneaeaniaitlllliaamacedeacamaaaaaal 


rah McE lroy-direct 


February and April, 1969. Do you recall that line of incuiry? 


A Generally, yes. 


Q That was the subject matter we were talking 
about. Exhibit 21, which is in evidence, was a memorandum 
dated March 28, 1969, concerning a discussion of th 
examiner's findings. I asked you yesterday about those 
findings, to summarize them, and I believe you testified 
that, at page 62° of yesterday's transcript, "Well, my 


findings were that the net capital ratio, books and records 


problems." 


What were the vroblems that you had found in 
going into McDonnell & Company's beoks and records at 


that point in 1969, six? 


| 
| 
| 


3 


A Well, = think in my report I reported a capital 


| 
| 
| 
{ 
| 
| 


ratio of over 2,000, and I also reported that because of thi 


new computer system, which they were trying to install, and 


various. related problems, that they had a problem in keeping 


accurate books and records. 


Q I think you said you reported. I gather you 


eventually put this into a written report? 


A Yes. That was our method. 
Q Do you recall doing an outline of that report 


first? 


A 


SOUTHERN DISTRICT COURT REPORTERS. U.S. COURTHOU:F 
“ey 9925 NEW WORK, MY. = 


McElroy-direct 652 
Q I show you a document which is two pages anc 
it has previously been marked as Exhibit 62 <or identifi- 
cation at the devositions, headed “Out of Rept Andrew 
McElroy." Was that the ocut]Jine you orepared, or @ copy 
of it? 
A yes, I believe so. 
MR. BEEBE: I offer that in evince. 
MR. BROOXS: Your Honor, again, Zt object to 
the’ pencil markings that appear on the exhibit shat has 
been offered. At the time it was marked as 4 deposition 
exhibit it had no pencil underlinings ca the first page 
that now appear on the decument offered. 
MR. BEEBE: I apologize, your Hono-. Over the 
years there have been marks made on some of hese and we 
may be unable to find an absolutely clean copy. I am willing 
to offer it in without any markings as wart cf tne evidence. ; 


MR. BROOKS: I have a c2-1n copy, your Henor. 


| MR.BEEBE: Thank you. I jiave ao objectien if 


counsel furnishes me a clean copy. 
THE COURT: Very good. 
MR. BEEBE: This one ais‘o has some pencil markings, 
, but I am not going bo weery about them. 


(Plaintiffs' Exhibit 22 received in evidence.) 


Six, this has various paragraphs numbered 1, 2, 


IcE lroy-direct 653 
3, and so on. If It could direct your attention to number Il, 
waich reads, "Capital position as per L/F, 10/31," waich 
is October 31, '68. Explain to the jury what LF is? 

A LF stands for long form. That refers to the 
audited financial questionnaire which was prepared by 
Lybrand Ross Bros. and Montgomery and submitted by the 
firm as of October 31, 

Q Below that there is an SF as of January 20, 1959. 
What does SF stand for? 


A SF stanés for short form, and that refers to 


a financial questionnaire which was 


= 


& Company itself and submitted to the exchange 
January 30,1969. 

Q And, sir, going down, still in that first ¢ 
paragraph l, there is an entry, “Capital R, 3,992 
cent." Did that stand for the capital ratio, tne wnecr 
the net capital rule? 

A That would be the capital : ratio that was computed 
from the answers *> the financial question as of 
October Sist. 

Q Whose answers were they, sir? 

Well, they were McDonneli's «\swers. 


Q Mot the outside auditors, this was the company's 


own answers? 
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McE lroy-direct 

A It is the company's answers. In this case 
certified to by the cutside auditor or attested. 

Q Excuse me, I cut you off. 

A Or attested to. 

Q So that 3,992 per cent figure was something 
that the company and the outside auditors had both bee 
invoived in providing the basic numrers for; is that right? 

That's a confusing question. 


withdraw that. 


When was that ratio, what 


Cetober Sl, 1969. 

1968? 

That's right. 

Now, we will go across that coliwm and I believe 
there is an entry for January, 1969, January 30, 1569. What 
is the ratio shown for that date? 

A 3825 or 3,825 per cent. 


Q Now, sir, yesterday did you testify that over 


2,000 per cent or 2,000 per cent itself was the violation 


level? 
A That's correct. 
Q And these were both way over that level; is 


that right? 


McE lroy-direct 


Yes. 


So they both indicated violations; is 


A Yes. 

Q New, paragraph 4, if I could direct your 
attention, reads as follows, and I gather these were kind 
of notes to yours, this whole outline, so it $s kind of 
shorthand, which you cm explain to us. “McD qm weekly 
comp did not disclose 325 violations wtis 1713/69." 

And’ there is a check mark next to that even on your copy, 
I think. | 

A 

Q What did yourean by that? Could you expiain 
that for the jury? 

A Well, what that means is that McDonnell & 
Company, the company itself, was making a weekly capital 
computation, and thsir weekly capital computations did not 


show a ratio of over 2,000 until January 13, 1969. 
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Q What did they do with those weekly capital 
computations after they made them, Gid thev send then 
to the exchange? 

A I'm not sure, [ don’t Know. 

QO Were thev internal or were they something 
that was furnished to the exchange? 

A They might have been furnished to the 
exchange. T don't know. 

Q I gather in any case that you looked at 
them in the course of your ~~ 


A At this time I don't know. I prohably knew 


at that time, but I don't recall whether they were 


furnishing them to the exchange at that point or not. 

Q What was your occasion for looking at hem in 
the course of your examination when you went into 
McDonnell & Co.? 

A I don't know what my thinking was at the tire, 
but it would obviously be a point that I would look for. 
Iy,certainly would be interested in how they computed 
their net capital position. I don't really know, exactly 
how I arrived at looking at it at this point in time. 

@) And did you mean by this that on January 7, 
1969, their only weekly computation cid disclose a 


viclation? 


McElroy-direct 

Apparently. 

THE COUPT: Mr. McElroy, there is a figure 
of letters AF in one of the paraaqraphs, which I think 
you earlier defined as aqqreaate indebtedness. 

THE WITNESS: That should pwrobably he ATI. 
It's a typing error. T'm sure it's meant to be AI. 

Q Is the one below that, NC, that stands for 
nt capital? 

A Riqht. 

Q Approximately when did you prevare this 
outline, sir? 


A I would have to be a little bit vacue, 


+. 
| 


but I think it must have been toward the end of mv 
examination, which would probe ly be late in March or 
early April. 

0 1969? 

A That's right. 

Q What did you do with the information 
about a violation of rule 325 and the ir“ormation ahout 
the net capital ratios of October 31, 1968, being 
3,992 per cent and January 39th beine 3,825 ver cent? 

A Well, it was the subject of discussion at 


meetings and the subject of my renrort. I at this point 


in time don't remember everybody that was involved, bu*% 


ene came ee . 
ena Mee MON NNN NS LLL CCRC At CO A ES me — 
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tdr3 McElroy-direct 
those meetings that we talked ahout yesterday i'm sure 
were concerned with these facts. 

(0) Is it fair to say that you passed that 
information up the chain of command? 

A Yea, it is. 

Q Did these indicate to you serious violations? 

Sericus apparent violations. 

Q These were facts, weren't they, that vou had 
found there in the records, these numbers, these 
figures? 

A Well, the numbers are the results of mv 
calculations and this is what I computed at the time. 

We examiners are always most conservative and want to 
show things in the worst possible light or we wouldn't 

be doing our job properly. But whether this remained as 
the final interpretation of their capital position, I 
wouldn't know. That would be out of my hands. 

Q Sir, yesterday you mentioned that there was a 
practice that nad been followed of allowino things as 
good capital if they could be liquidated within 39 days. 
Do you remember that testimony? 

A Yes. 


Q And you also testified that that wasn't in 


the rules, is that right? That's not somewhere in the 


rdr4 McElroy-direct 
rules, is it? 

A I don't think it's stated as 39 days in the 
rule as it existed at that time. Z think it merely 
talks about the currency of assets. I'm not sure of 
the terminology in the rules as to the exact words. 

‘@) Sir, I'm putting in front of vou the 1969 
rules, which is one I just happened to reach for. I 
don't think there is any difference between '6% and 6S 
on that score. Is there anythine in there that allows 
the stock exchange to interpret the rules differently 
than what they Say on their face? 

MR. BROOKS: I object to the question. 

THE COURT: Yes. tow is that apnropriate 
to this witness? 

MR. BEEBE: This witness has testified, 
your Honor, that he found an apparent violation hut 
somehow it's not a violation. 

THE COURT: I don't think it has anything 
to do with the question of how these rules are. interpreted 
and what authorization there is for interpretation. 

Read the question back, if you will, please. 

(Question read) 


THE COURT: I am goina to sustain the 


objection to that question as put. 
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rdr5 McFlroy-direct 


ie) Let me ask you this way,-Mr. McElroy: 
On page 623 of yesterday's transcript, and if there is 
some correction to the transcript that hasn't appeared -- 
MR. BRCOKS: No vroblem on that vaqe, Mr. 
Beebe. 
Q You testified as follows, talkine about sore 
capital asset. | 
"9 Would that have to be sold within 30 cays | 
in order to qualify? 
"A Probably. I don't make the exceptions, | 
! 
so I den't -- I really don't knew. 
"9 Who makes the exceptions? 
“A Well, I don't know that I can answer that ' 


either. Someone who has a position senior to me. It 


wouldn't be made generally by the examiners department, 


T don't think.” 


My question is, aS a man very familiar with 


the rules, under what rules are exceptions made or what 
rule, what provision? 


A --I.don't know. 


Q Sir. you testified yesterday ahout some 


meetings that you couldn't separate in your mind that 


happened concerning these’ findings. I show you a 


document -- before I show it to you, let me ask Mr. S3rooks 


rdr6 McElroy-@irect 
if he does have a copy withont any writing on it. 
I don't know whether this’ writing was on oriainally or 


not. 


The writing was on the exhibit 
as marked at the deposition. 
@) This is a one-pace memo on the heading 
McDonnell & Co., Inc., dated Avril 2, 
about separate meetings in 
memo concerning one of the meetines you attenfed, 
A Yes, it is. 

MR. BEEBE: fer it in evicence. 

MR. BROOKS: No objection. 

(Plaintiffs' Exhibit 23 was received in 

evidence) 

MR. BROOKS: Your Honor, I would like 
inquiry to be made, though, as to the difference Series 
the handwriting and the typewritten portion of the memo, 
if the witness knows who wrote what. XY think it mignt 
be somewhat confusing in ics raw state. 

MR. BE : I have no problem with that. 

THE Will you he exploring into that 


this moment? 


MR. : I would be g] 
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McFlroy~direct 
COURT: Very good. 
BEEBE: Can I start with somethina 
and get to that? 


THE COURT: yes. 


Q Mr. McElroy, who were the people present 


at that meeting, according to the initials indicated in 
the body of this memo? 
A Well, in the second line the initials 


indicate -- 


McFlroy-direct 663 

9) Excuse me, this is the exchanoe staff, is 
that ridght? 

A This is from the exchance staff, Mr. Bishop, 
Mr. McChesney, Mr. Huntoon, Mr. Stock, Mr. Schuette, 
and myself. 

Q Could we just pause for a minute there. 
What was Mr. McChesney's position at that time? 

A Mr. McChesney was the chief examiner. 

.@) Ana Mr. Huntoon? 

A I am not sure what Nave's position was at 
that time. He was on thestaff of the department of 
member firms. 

Q Mr. Stock? 

A He may have been an assistant vice president 
at that time, I am not sure, again on the staff 
of the department of member firms. 

Q And Mr. Schuette? 

A He was the coordinator who handled 
McDonnell & Comoany. 

fe) In the next line it talks about the people 
there from the firm. Is it correct Mr. McDonnell was 
there? 


Yes. 


That is Murray McDonnell? 
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A Yes. 

Q Larry O'Brien? 

A Yes. 

18) Tom McKay, Dave Rome, Owen Jaecer. Ane 


that is all thatis mentioned here? 


A Yes, sir. 

Q That was the group present, I taxe it? 

A Yes ,. Sir. 

0 Was the subject of vossible restrictions heing 


+ 


' 


imposed upon the firm discussed? 

A That's what the memorandum states. 

.@] Could you explain to the jury what the role 
of restrictions is when they are imposed by the stock 
exchange on member firms? 

A Well, the restrictions would he an effort 
to restrict ihe firm's husiness. I quess you would sev 
the reason for me would be that because of problems 
that the firm was having we would be afraid that too much 
business would create additional problems, so it was 
one method of trying to curb the problems the firm 
was having. I think it was more in the nature ofa 
control rather than a discipline. 

10] A control bythe stock exchange over the 


member' firms, is that right? 
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McElroy-direct 
That is my opinion. 

6) When you mentioned problems, were you 
referring to the record keeping problems ana the capital 
problems? 

A Yes. 

Q Restrictions when officially imposed 
by the stock exchange, were they a matter of public 
record? 

A I don't think so. I think that sometimes 
the word was around, you know, rumor; that sort of thina, 
but I don't think we made that public. 

Q Do you know if there was a practice to 
bring the fact that a firm was on restrictions to the 
attention of people who were potential capital investors 
in the firm? 

A I don't know. 

Q Was there any discussion at that meetina 
about raising more capital for the firm? 

A T think so. I am not 100 per cent sure. 

Q Was that the one where the discussions 
revolved around raising them from a centleman you 
mentioned yesterday, Mr. Carey? 


A I don't geecail when that came uD. 


remember -- that's the only name I can remember 
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mentioned, and I dont recall whether that was mentioned 
at a meeting or when I was over at the firm's cffice. 

Q Mow I will ask Mr. Brooks ' auestion: The 
handwriting at the bottom concerning "proposed" and 
then there is a list of proposals, do you know what 
those proposals concerned? 

A It would appear to he proposed restrictions. 

Q The last cena of the memo refers tc a 
subsequent meeting held by -- and I will read ovt the 
names though there are initials here -- Mr. Stock, Mr. 
Huntoon, Mr. Newman, JOhn garemba, yourself, and Mr. 
Schuette, explored possible restrictions to he 
recommended to the "committee." 

Were these the proposals discussed at 
subsequent meeting? 

A I assume they are. I really don't remember. 


This is the typical type of thing that were restrictions. 


Q And they would rormally be sent to the file 


after someone jotted them down at the meetina? Was that 
the normal, regular course of operation? 

A I quess this was the first meeting of this 
type that Tf had attended, and I don't hink I know 
whac was normal. 


.¢] I don't mean what you knew then. I mean 


mdr McElroy-di rect 
what you learned about the practice that you have since 


learned. 


ended up in 

A didn't have anything -- I didn'c 
write the memo. - probably would have heen a coordin- 
ator function rather than an examiner function, and 
I don't really know -- 

Q You were present there, weren't you? 

A r present, but as far as drafting 
and writing things down, I didn’t do it and 


the meeting and went back over to 120 Broadway 


McDonnell's office, presumably to finish us. 
Q It mentions the "committee," possible 


restrictions to be recommended to the committee. What 


, 


wee ee ee 
= 4 
< 


possible restrictions cid you explore recommending to 


— 


the “committee”? 

A It must have been these items listed 
I don't remember. 

Q Coulé ju explain whet the first 
12,000 TPD, including underwriting? 

A I believe that means trades per 


And “o. 2, no new branches RRS. 


Producers, I think that must be. 
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Q Could you explain what the No. 2 means? 
A Well, it means that the restriction would he 
that the firm couldn't open any more branch offices 
and couldn't hire any more sales versonnel. 
(@) And No. 3, capital rec. What did that mean? 
A It means that we were considering a capital 


requirement of 5 per cent ofthe accrecate indebtedness 
plus 30 per cent of short security differences. 

Q ‘ How would No. 3 relate to the 29 to 1 rule, 
the ratio we had been talking about earlier? Would 
that be more stringent? 

A I think that is a very difficult question to 
answer, because we were having some problem with how tc 
treat short security differences for cavital purposes. 

I think it was meant to be an additional requirement. 

In other words, 5 per cent of AI is your n?rmal 20 to l 
ratio, so it would be 5 per cent of AI plus an additional 
capital charge relating £o short security differences. 

Q So would it be -- 

THE couRT: What is a short security 
difference? 

THE WITNESS: A short security cifference 
basically mezns that the books and records reflected 


that the firm was responsible for X number of shares of 


. 
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stock belonging to customers, and so forth, and they were 
short that amount by some number of shares, which we then 
developed by pricing them to the market, to either 
d:velop a dollar market of these securities which in 
effect you might say were missing as far as the books and 
records were concerned. Sometimes on research vou would 
resolve these without actually having to go out and 
buy them, you would find where they were located. 
THE COURT: In other words, these securities 
would presumably be in a vault but the records might 
Gr might not show it. 
THE WITNESS: They might bein a vault or 

due from another broker or due from some outside source, 
but the records didn't properly reflect that. 

1e) Let me skip ahead just for a minute. 
McDonnell & Company ultimately wert out of husiness, is 
that right? 

A Yes. 

(0) Ahout a year after wie March of 1970, 
is that correct? ‘ 

A I believe that is the date they went into 
Liquidation. 

Q Why did it qo out of business? 


MR. BROOKS: I object, your Honor. There 
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is no foundation for this auestion for Mr. McFlroy. 
THE COURT: Sustained. 

Q Let me pinpoint it a bit more vrecisely. 

Dia their record keeping problems continue throuchout 
1969 and contribuzte to their -- 

THE COURT: I will sustain an objection to 
the form of this. 

MR. BEEBE: Ali rieht, + will build a lLittic 
more. 

Q Coming back to this list, Ne. 4, restrict 
advertising, how does that work aS a restriction? 

A By restricting advertising, if you can't 
advertise presumeoly your volume of business will be 
reduced. The object of advertising, of course, is to 
bring in more business. 

Q No. 5 says "knowledgeability letters." 

What is that? 

A mnowledgeabiiity letters are letters reauested 
from new capital contributors statine that they are 
knowledaeable about the investment they are about to 
make and are not looking to the exchanae for anv snecial 
protection. I think that is the ceneral nature. 

Q Mr. McElroy, I believe you were here the other 


day when Mr. McDonnell, James McDonnell, testified, and 


IRTEOUAE - 


| 
| 
| 
| 
| 
| 
| 
| 
| 
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Margaret McDonnell testified, the two pneople sitting 


a here, Margaret Mary McDonnell? 
A \ No, I was only here during part of James' 
tetsimony. 
‘@) Do you know if either of these two individvals 


signed knowledseability letters? 


eee ee EL LG Lt EL LS TT 
ons . 


A No; D.don "te. think maybe James testifieé 
he did. 
+). : s 9) What would be the occasion for a restriction 


ca! 


requiring knowledgeability letters? Why is that a 
restriction? 

A I am not sure that I can voroperlv answer that 
question without just speculating. 

@) What was the “committee” that vour group 


was going to mak2 a recommendation to about vossible 


ee OS SO 


fh restricticns? 
A Aqain from my limited viewpoint as a staff 
man I don't know who was on the cormitted, or exactlv 
how it fit into the exchanqe makeup. I know there 
was a committee, and I always presumed that it was members 
ia of the board of governors, and kev staff peovle of the 
stock exchange who were making, I guess you would sav 


making decisions about the steps thet the exchange would 


take. 


EE EY SS ER 
ce a eR a en 
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Q Sir, could you please keep your voice up? 

A Say so if I don't speak loudly enous. 

Q Did you know any members on the committee at 
that time? 

A I don't think so. You mean did I know them 
personally or-- | 

Q No. 

A I don't think I even knew their names. 

2 You didn't? 

A I coule probably guess at them, but I never mt 
with them. 

Q You were here a little group, and you were 
“going to explore nossible restrictions to ke recommended 
to the committee. What did you do after you had that 
meeting and it explored these possible restrictions? 

A Again, that is-— 

Q Did you recommend them to scmeone? 

A, You sec, in the nature of my job I was what 
: you call an outside man. I left the exchange and went back 


to do my work at McDonnell & Company. ~ did not carry 


these recommendations anywheres. [I walked away and it 


wasn't until a sudsequent time that I would be informed 
what would happen. 


Q What were you informed? 


673 
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A My recollection is that initially I con't believe 


any restrictions were placed on the firm, erd I think 


a 


when I make that statement I also recall that the firm 
was restricting itself along seme of these very lines, 
so that that would probably be the reason. 


Q you knew, didn't you, by April 2nd, certainly, 


ee ee ee een meme a a 


that the firm had what were called self-impesed restrictions? 
A I don't recail at what point I learned of it. 
I don't recall when they started imposing these restrictions 


But it is true that they didhave certain self-imposed 


Q If I told you that it was at the enc of January 


i 

' 

! 

* | 

restrictions, because they recognized they had problems. | 


that they sent a letter which has been cal ed self-imposed 
restrictions, would that refresh your recollection that that 
was the time? 

A I would just have to say -- 

MR. BROOXS: I object to the questicn. It 
assumes that there was one time. There might have been many 
times. 

THE COURT: Sustained. 

Q You can't pinpoint it better than that? 

A I just woulén't know the date. 

Q Were you a little surprised that restrictions 
were not imposed after this eidiine on April 2nd? 
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A My recollection is that I had some initial 
surprise, but then, on the other hand-- 
Q Excuse me, I think it calls for a yes or 20- 


THE CORT: The way he started out, Xt don't think 


‘ 


THE COURT: Yes. 

A - Well, the reason I say that is, again, first 
of ail, I was not a policy maker, I was an information 
gatherer, or something of that nature: a financial cop 
is one word we have heen called. But restricticns, there 
is a problem about restrictions. Tf you are trying to 

pelip -- 
MR. BEEBE: I cbject to this in response to my 


question, sir. 


| 
| 
| 
| 
| 
MR. BROOKS: May he complete his answer? | 
| 
| 
| 
| 
| 
| 
| 
| 
| 
| 


THE COURT: Franklystethe this gentleman exhibited 

surprise or not = don't think has the slightest relevance 
at this point, and if there had been an objection I would 
have sustained it. 
! MR. BEEBE: Can I ask a further inquiry then on 
other topics? 

THE COURT: ‘Youmay. Go zhead. 

MR. BROOXS: Your Honor, I would like him to 


complete his answer, since there was no objection, and I 
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don't think he has fully responded to Mr. Beebde's question, 
however insufficient the question was. 
MR. BEEBE: The question was just whether he 


was surprised. 


MR. BROOKS: He hasn't finished explaining. 


I think he should be allowed to finish. 
THE COURT: To clear up this morass, 


had vou gotten with your answer? 


MR. BEEBE: Could i withdr 


te dn 


THE COURT: I am afraid not. 


(Answer read.) 


THE COURT: Strike out the question and answer, 
and disregard that, ladies and gentlemen. 


Go ahead with the next question. 


Q After this time when you went back to McDonnell 


& Company, did you prepare further notes cn what you were 
finding there in your investigations about the financial 


data and ‘the operating conditions? 


A I don't remember. 


Q I hand you a document which we have previously 


marked as 24 for identification, and ask you if that 


represents something that was prepared by you, the materials 


underneath, and whether the routing slip on the top is also 


familiar, to you. 
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A yes, that een ee ae was prepared by me. I don't 

know much about the routing slip. 
im. BEEBE: I offer them both in evidence. | 
ue WITNESS: It would appear from the routing | 
slip that this is a return visit subsequent to my initial | 
os to McDonne11l & Company. | 
MR. BEEBE: I offer them both, your Honor. | 
MR. BROOKS: I have some concern about the routing | 
slip, your Honor. Mr. McZlroy said he doesn't know anything 


about it. 


MR. BEEBE: Could I put that to rest right away? 


‘ 


| 
| 
: 


There was a request to admit, your Honor, prior to the ae 
im and thatwas che cf the cae that was admitted. | 
MR. BROOKS: I don't dispute that it is authentic, © 
but I don't know what connection it has with Mr. McElroy's 
testimony. 
MR. BEEBE: Since it mentions him in there, and-- 


THE CCURT: The question is whether the dccuments 


MR. REEBE: Whether the two are physically part 
and parcel of one another. 


THE COURT: Yes. 


| 

| 

| 

\ 

| 

‘are connected, | 
| 

' 

| 


MR. BEEBE: We can mark them separately, if you 


They were both admitted in response to the request 


rasa nucwuunaseraneiseic: amon § | ; 
‘ 
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to admit, your Honor. 

MR. BROOKS: I don't aispute that they are 
both authentic. 

THE CQCURT: The question is whether they belong 
tegether with a staple on them, that's what it amounts to. 

MR. BROOKS: Yes. The witness said he wrote 
one, but not the other. 

MR. BEESE: I have no problem with marking them 
separately, if tnat would please Mr. Brooks. 

(Plaintiffs' Exhibits 24 and 24A received in 


evidence.) 


Q Let"s start with the one that is marked 24A. 


Is that your handwriting? 


A Yes, sir. It is. 

Q It is eddressed to Hank. Who is Hank? 

A Mr. George H. Newman. 

Q Who is he? 

A I helieve he followed Mr. Schuette as ccordinator. 
I think Mr. Schuctte left the exchange about this poink in 
time, and Mr. eegiiin keeain the coordinator. 

Q what did this handwritten memo to Mr. Newman 


represent? Was that the culmination of some more research 


you had done on tho premises as a financil cop for the 


exchange? 
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A Yes, it looks like I am now talking about 
capital as of March 27th. 
Q This is updating information you had obtained 
earlier? | 
A That's right. 
Q tI direct your attertion to paragraph 1 -- you 


have numbered some of the paragraphs here -- ad it shows 


R 2,920 per cent. Is that the net capital ratio as of 


a later date than we talked about earier? 

A It would be my capital computation as of March 27t 
under certain conditions which are mentioned here in the 
memorandum. 

Q Was your capital computation based on your 
examination of McDonnell's books and recordsmm the premises 
of McDonnell? 

A © = would appear that this is the firm's capital 
" computation to which I made certain adjustments. 

rz What ZI am driving at is, it was ee cut in the 
field, at the premises, looking at théir hands cn the 
books, right? 

A That's right. 

i) The second one, I believe as of the same date, 
is 2,629 per cent, is that right? 


A That's right. 


. SOUTHERN DISTRiCy Ci!) 
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Also as of March 27, 1969? 
Yes. 
And the third one 2,522 per cent? 

A That's right. 

Q The next page:-yougwent: back from March to 
January 30th, and I will read it and ask if this is right 
“As of January 30, 1969, per our analysis, the capital 
position was" and then next to R it says— is that 3,009? 

A I think that my ccpy isn't too clear. 

Q 3,825 per cent? 

A That's right. 

Q What did you do with this information? You just 
sent it on to Hank Newman, is that what you dié with it? 

A I think this is probably a repetition. It says 
“As Of January 30th," so © don't think this is the first 
time that had been raised. 

Q You hac not adjusted it? It was the sam? 

A I believe it is the same as something that was 
reported earlier. I don't know at this date. 

Q And th level is 2,000, the violation level, 
is that right? 

A That's right. 


Q Further down is this sentence "My report will 


indicate that I believe NC was somewhat worse than this due 
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‘a to reporting errors and omissions." 
| 
Was that your belief at the time, that the net , 
M capital was actually worse than that, the net capital | 
ratio? | 
A That's what my memorandum says. 


Q Was that your belief? 


JA It must have been. 


a routing slip sending it from one person +o another, is 
that right, sir? Is that what a buck slip is? 
A Yes. 
Q Now, this is from Mr. Newman to Hr. Stock? 
MR. BROOKS: ‘Your Honor, counsel is just asking 


the witness to read the memorandum. I think we can all do 


| 
| 
@ Let's turn to the buck slip. A buck slip is | 
| 
| 
{ 
| 
| 


that. If he is asking him to do something else I em not 


aware of what he is asking. 
MR. BEEBE: 2 am leading on from there. 
THE COURT: Are you going to ask him about seme 


personal acquaintence with this? 


EPO: ves. His name 1s mentionec in the buck 
THE COURT: Why don’t you direct his attention to 


MR. BEEPE: I was trying ‘to put it in context, si 


‘ 


| 
| 
| 
| 
| 
| 
| 
Lal 
slip. | 
| 
| 
“e 
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Q Our reading is that it says it is from Mri 
Newman to Mr. Stock, and the message, which I believe 
may be from Mr. Stock to Mr. Newman is “Hank: Andy is 
going into the firm to check the computations, isr't he?" 
| Is my reading correct, that this was Mr. Stock 


telling Mr. Newman this? 
A I believe you are correct. 
Do you recognize Mr. Stock's initial there? 


That seems -- it appears to be his initial. 


| 
| 


emesis estate PN. Sa Reitman eta wae att 
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Q And did you es Sack in or did you go in and heck | 
those computations? 

A I went over several times. 

Q Was Mr. Stock part of ‘he upper brass of the 
member firm's department? 

A Yes. 

.Q And this slip has a checxon it, checked “for your 
information." 

I believe when these were produced they were 
produced as if one was attached to the other. Would it be 
consistent with the erantite | as you understood it there, 
for Mr. Newman, who was the addressee of your memo to- 
have put a routing slip cn top, clipped it and sent it 
“en to Mr. Stock? 

MR. BROOKS: I object, your Honor. 

THE COURT: Yes. I don't think there is any 
foundation for what you are trying to establish. 

Q Mr. McElroy, did there come a time when you 


embodied your findings in something of a somewhat more 


-. official report? 


A Yes. 
Q I show you a four-page document dated April 24, 


1969, "Subject: Examiner's short report, member organization 


McDonnell & Company." I ask you if <nat is a copy of a repor 


rdh2 McE lroy-direct 
you prepared at that time? 
A Yes, I believe that is correct. 

MR. BEEBE: I offer it in evidence. 

MR. BROCKS: Your Honor, there is some pencil 
handwriting on the front page. I wonder if we could ask 
the witness whether that is his. He said he prepared 
the report. We haven't inquired as to the handwriting yet. 

THE WITNESS: I don't believe any of that hand- 


writing is mine. 


MR. BROOKS: With that description I have no 


objection to the report going in. 

THE COURT: Minus the handwriting. 

MR. BROOKS: Well, counsel mayvwant to try to 
identify the handwriting. 

THE CO'RT: At this point it is minus the hand 
writing. 

MR. BEEPE: I think the record should reflect 
the handwriting was on there when received from the stock 
exchange files. 

THE COURT: That may be. 

MR, BROOKS: I don't dispute that. 

(Plaintiffs' Exhibit 25 received in evidence, ) 

Is that your signature on the fourth page, sir? 


One of them is, sir. 
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Who is the other one? 
Ed Cummings. 


He was another examiner? 


Q 
A Yes. There were three of us on this job. 
Q 


Now, this discusses the name of the erganization, 
the date of the visits, which says from February 18th 
to April Sth. And then part C, "Capital position," and 
then it has “Capital position per special financial 
questionnaire as of Senuary 30, 1969." 


Whose document is the special financial question- 


A I think I described earlier that the special 
_ financial questionnaire was prepared by McDonnell & Company 
and filed with the exchange. 
| Q And what was the ratio shown on McDonnell «& 
Company's computations as of January 30, 1969? 
A < dost dnoe, 


Q It says here "Ratio, 3,825 per cent." What was 


A That would be the ratio that was computed by 
an examiner at the exchange utilizing the figures on the 
financial questionnaire. 

Q A mathematical computation? 


A Well, it is a little more than a mathematical 


| 
| 
| 
{ 


| 
| 
| 
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computation, but basically that's what I mean. 
Q You were one of the examiners, weren't you? 
A That's right. 
Q That was your responsibility? 
A That was one of the examirer's responsibilities, 
Q So would it be fair to say that you took 
McDonnell & Company's figures and you computed them to 
find out what the mathematical result was, in this case 
3,825 per cent? 
A Not me. Some examiner. 
Q Was it one of you three who did it? 
A I doubt it. I don't know offhand. 
Q You signed this report though? 
Yes. 3 
So it was either done by you or for you? 
A Well, done in the normal routine of business. 
Q Now, the next entry says, "After revision for 
guestiannaire errors end adjustments." 
Who makes the revisions for questionnaire errors 
and adjustments? 
That would be me, I'm sure. 
What kind of revisions do you make? 
Well, as I descrited the examiner's Sob before, 
we would go to the firm to see ae ahs questionnaire was 
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properly prepared and that the numbers on it agreed 
with the books end records. And when we found something 
that we felt was not in agreement, we would make adjustments’. 
Q That was the process that you went 
that visit? : 
A That's the process I went throuch, 
Q After all the adjustments what was 
that you put ae ie the ratio? I mean on that second 
entry, "After revision for questionnaire errors and 
adjustments"; what was the ratio? 
A 5,525 per cent. 
Q Have you ever seen a ratio that high kefora in 3 
| 


, 
| 


your life? 

A XZ don’t recall. Well, I'd better leave it 
at that. <I just don’t recall. 

Q Mr. McElroy, further down in the fourth entry 
I believe is the ratio from the figures prepared by ebe eid, | 


the outside accountants, as of October 31, '68. The ones 


we were just talking about were January 30th. As of 


Cctober Zl, '68, what was the ratio as computed by the 


examiners? 
A 3,565 rer cent. 


Q What did “original plus 2" on that last pace mean 


" 


aoe eect een some emanate tae = 
Se NE ERT AE ee: = See 


A That meant when this memorandum was typed there 


SOUTHERN DISTRICT COURT REPORTERS. U.S, COURTHOUSE 


rdh6 McElroy-direct 
was an original end two copies. 

Q Was that customary to make only an original and 
two copies? 

A I believe so. 

Q Why were so few copies made? 

A I have mo idea. 


Q Now -- 


routing and that's what it called for. I don’t recall what 
the routing was. 

Q Who did this resort go to? Who were the recipients! 
of the routing after you sent it out 

A Well, the original is addressed to Mr. McChesney. 


He is the chief examiner. One copy waild remain ir the 


1 

i 

| 

A I believe ther~ was some routing, normal routine | 
i 

4 

| 

i 

| 


file and I believe om copy would go -—- wouic be routed 


to the coordinator. I'm not sure where he would rout it t 


e 
! 
| 
| 
| 
| 
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Q Do these figures indicate an extxemely serious 
net capital probiém at McDonnell & Company? 
MR. BROOKS: Object to the question. 


THE CCoRT: Sustained as to that. 
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o. Sir, you mentioned, when we were talkind 
about one of these buck slips, on “he richthand side 
at the top -- not all the way up. 
May I approach the witness, your Yonor? 
THE COURT: Yes. 
Q Has a note “RAS, I would like to bring 
this 325 charge soon." Is that Mr. Stock's writinda? 


A That would appear to be Mr. Stock's 


initials. 


Q Do you know who RAS was? 
A I think that’s Robert Spies, who is an 
exchange employee. 


Q What position did he have at the time, do vou 


No, I don't. 

What is a 325 charqe? 

Well, I believe what they are talking about 

MR. BRCOKS: Your Honor, I object. 

THE COURT: Yes, sustained. 

MR. BROOKS: Construino what somebody else 
was saying. 

THE COURT: Particularly on the way his 
answer started out, sustained. 


Q Do you kr.ow what a 325 charge is? Avart 
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from that, what in general is a 325 charee? 


A It would be a disciplinary charce for violating 


‘@) Would you explain for the jury aie that 
disciplinary procedure works? 

MR. BROOKS: Your Honor, I would first 
like to have a foundation that Mr. McElroy knows. 
THE COURT: I agree. Sustained. 

Q Mr. McElroy, in your experience at the 
exchange have you had occasion to be involved in any 
way with a company ever having disciplinary charces 
brought against it? . 

A Yes. 

THE COURT: 325 disciplinary charces? 

Q 325 disciplinary charces, is that included 
in your experience? 

A The exchange is a regqulartory body, amongst 
other things, and as such has the right to bring charges 
against people or companies that violate its rules. 

Q Have yo ever been involved as an examiner 
with preparing anv of the information in connection with 
a disciplinary charge? 


A Yes, I have had some relationship, ves. 


Q Could you explain the relationshio you have 
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had, the instance you were thinkina of? 

A Well, the charges are hroucht by what was 
at this time called the conduct division and now is called 
the enforcement division. They draft up a rather 
formal charge memorandum. T would not do that, but 
sometimes I have been asked about some technical asnects 
of the nature of the violation. That's been the extent 
of my involvement with charge memorandums. 

Q Do you recall at that period of time whether 
there was any discussion at the exchange thet vou 
participated in about bringing charges against McDonnell 
'§ Company ? 

A No, I don't recall having heen involved in 
such a discvssion. 


Q That wasn't quite what I meant. Did you 


hear of any discussion or any consideration beina 


given to that subject?) 
A My recollection is that I believe I know that 
some charges were subsequently made but I'm very 
vague about it. 
Q Do you have any idea what Mr. Stock was 
Seterrind to in the note that I read? 
MR. BROOKS: I object again, your Hetor. 


THE COURT: Other than what you read. 


McElroy-direct : 69} 
THE WITNESS: Other than what I read and 

discussed here, I don't. 

‘@) It doesn't refresh your cater eseoat 

A No. 

(9) I believe you mentioned that your job or 
your role was known as being a financial cop. 

A That's a term that I have heard used. 


a 
Q Could you describe what that means for the : 


jury? \ 
A I think I already stated that our cuties 
were to review the books and records, such as I did in 


this case, and attempt to establish accuracy of reporting 


and compliance with rules. 


facts, bring them back to the exchange and revort them 
there? 
A That is richt. 
Q Sir, you have now been talking about a 


document that was called the examiner's short form 


i 
i 
| 
‘@) Would it be fair to say that you aather the | 
| 


report. Is there also at the same time a long form report! 


which sets forth hn more detail your findings? 


Q I show you this document and ask you if 


i 
i 
A That's correct. | 
that's the long form report. | 
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A Well, the first page, ft don* know where 
that came from. But the ook Of Tt 26 the lona’ reporc. 
Q Let's take the first page off richt away.. 
MR. BEEBE: I offer the balance of the 
document, which has the heading, "New York Stock Exchance, 
Department of Member Firms, April 24, 1969, xeport on 
visit to McDonnell & Company, Incorporated," as the 
next exhibit. 
MR. BROOKS: No objection. 
(Plaintiffs' Exhibit 28 is received 
evidence) 
2) I direct your attention to the last 
f_ and ask you if your signature mpears there? 
A Yes, it does. 
Q And @id you prepare this or were you one of 
the people preparing this report? 


A Yes, I would have written or edited everything 


MR. BEEBE: I have no further cuestions 


about that document at this time. 

Q Sir, did you continue after this April 
period into May and June also in your involvement with 
McDonnell & Company? 


A I believe I did for some period of time. 


Mchlroy-direct 
(@) On June 25th did you varticipate in a 
meeting with Mr. McDonnell and some people from the 
exchange concerning the company? 
A I imaqine I probably dic. 
Q I show you a copy of a memorandum dated 
June 25, 1969, and it's four pages long. The heading 
is just "McDonnell & Comoany," and it starts, "Messrs. 
_ Bishop, Stock, McElroy and Newman met with T. Murray 
McDonnell at 3 p.m. this afternoon,” and it continues. 
A It says I was there. i remember having such 
a meeting. 
MR. BRESE: T offer it in evidence. 


MR. BROOKS: Your Honor, I don't think there 


nt 
i) 


has been a sufficient foundation yet for this coming into 
evidence. All Mr. McElroy said is that he remembers 


such a meeting. He hasn't said that he wrote the memo 


Cees ET SS NPG EB sGs SI ay 


and he hasn't said that the memo accurately reflects 
his recollection of the meeting. 

There is also a pencil marking on the third 
page whichwas not on the exhibit that was marked at the 
deposition. On the fourth pace as well. I object to 
it. 

THE COURT: Mr. McElrov, why don't you 


look through this while we take our recess. 
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THE WITNESS: All richt. 

(Recess) 

(In open court; jury present) 
Q Mr. McElroy, did vou have a chance 

the recess to review this document? 

A Vea, 7 Cid. 
Q Does it reflect what occurreed at 


meeting on June 25, 1969, plus a note on the b 


about something that happened later? 


A + refreshes my memory up to the voint 


where I think it says I left the meeting. 


McElroy-direct 
Q Fair encuch. t think that is the first 
three pages. And the top of the fourth vace. 
A Yes. 


Q And then later on on the fourth nage it 


says A. McElroy and G. H. Newman went to the corporation's 


offices, and so cn. Did that also take place? 

A I believe so. 

Q In other words, the memo doesn't qo on and 
say what happened at the meeting after you left, does 
At? 

A I think the mec ing was reallv at an 
@ point, sir. 

MR. BEEBE: I offer it in evidence. 
MR. BROOKS: I have no objection if 
have a clean copy substituted. 
THE COURT: Verv well. 
(Plaintiffs' Exhibit 27 was received in 
evidence) 

Q Now, we are in June 1969. Had McNonnell & 
Company, Mr. Murray McDonnell on behalf of the company, 
submitted at that meeting an estimated capital 
computation as of June 16, which showed a ratio of 


2,359 per cent? 


A That's what the memorandum says. ZI don't 
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pact tieslty recall tha:. 

Q Is that consistent with your recollection of 
the meeting? 

A Yes. 

Q it States that” "Mr. McDonnell began by 
saying he was completely frustrated and did not know 
where to turn, that there had heen a $300,°C0'error' 
loss in May, that he can't believe the fiqures he is 
getting and has no confidence in his fellows." 


Did Mr. McDonnell say that at that meeting? 


I think he said something to that effect, 


And in the next paragraph: 

“When asked ahout the possibility of 
introducing additional capital, Mr. McDonnell stated 
that he was still working on adding approximately 
$3,500,000, which he hopes to bring in before the end 
of July. . Regarding the introduction of additional 


capital immediately, Mr. McDonnell said that something 


, cropped up an hour ago which he would like to discuss 


privately with Mr. Bishop." 
Did he say those thinqs, too? 
A z don't recall the dollar amounts, but other- 


wise I would accept that as correct. 
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Q Thereafter, do you recall whether Mr. Murray 

McDonnell brought in any additional capital to the 
company? 

MR. BROOKS: Your Honor, I don't think 
we have established Mr. McElroy had:contact with 
McDonnell & Company subsequent to his meeting here. 
Why don’t we do that first? 


THE COURT: Sustained. 


(9) Do you know from your continued emvloyment 


at the exchange, or any other source you have, whether any 
of this aporoximately $3,500,000 that Mr. Murray 
McDonnell was talking about did indeed come into the 
company? 

MR. BROOKS: Same objection. We have to 
find out if Mr. McElroy had contact with the firm. 

THE COURT: I will overrule the objection. 
You may answer, sir. 

A I don't recall. Capital @id come in at 
various times. I don't recall how much or when. 

Q Was there any discussion at that meeting, 
after this was at the beginning of the meeting that 
this information was brought out, is that right? 

I will start the question acain. Was it 


at the beginning of the meeting that Murray McDonnell 
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told vou these things? 

A I don't remember. 

Q. Was there any discussion at the meetina 
‘as to the vossibility of sodscnaine the commanv 
from operations? 

A I don't recall that. 


Q Do you recall discussions at anv time 


-concerning the possibility of suspending the commanv 


from operations during the souks of vouvr work at the 
‘exchange? 

A. I believe I have some vacue recollection of 
‘ gemebody, and I couldn't pin it down, possibly Newman, 

| making a statement that that was a possibility. But 

: I don't really have any firm knowledge of that. 

Q Was that discussion you just referred to 
with Mr. Newman, would that be at the examiner's 
level? 

A It would have just -- if -- 

THE. COURT: Mr. Beebe, he doesn't have 
really a recollection of it, so there is no foundation 
to go on to your next question. 


MR. BEEBE: I was trying to reach a little 


THE COURT: You better cet the foundation 


mar McFlroy-direct 
before you reach. 

(9) Can you elicit a little, can I cull out of 
your memory a little more about that? 

A I just ha. a vacue recollection at one time 
Hank had said something to me just in some discussion 
just between he and I that it was a possibility, and 
that's all I can recall. 

Q Was this in 1969? 

A Yes, but I couldn't tell you whether it was 
in April or November. 

‘@) Was this in terms of something that should 
be done? 

A It's a step that the exchance could take. 
Ultimately, it did take it. Other than that, I can't 
give you any answer. 

0 Do you remember any discussion concerning 
the timing of steps to be taken by the exchanae? 

A No, I don't. 

0 I have mentioned suspension. I didn’t 
mean to limit that. Were there any discussions at this 
June 25 meeting about bringing charges acainst McDonnell 


& Comoany? , 


A Not that I recall. 


What about restrictions? Were there any 
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discussions about the exchange imposine restrictions 
on this member firm? 

A I think there is something in the memorandum 
about that. I wouldn't recall except as to what is 
stated in the memorandum. I think at the bottom of the 
second page there is a comment about restrictions. 


Let me read that to the jury: 


"Mr. McDonnell" -- this was Murray McDonnell, 


That's correct. 

G He was the only McDonnell at that meeting, 
‘isn't that right? 

A Yes. 

Q "Mr. McDonnell said that there was no need 
for a letter from the exchance restricting unéerwritinas 
since the corporation was goine to ‘cut out’ firm tradine 
and underwriting." 

Do you recail Mr. McDonnell saving that? 

A Otherthan reading it here, I don't. 

Q When charges are brought against a company, 
is that public information? 


MR. BROOKS: I object unless counsel 


sets the time in which he is asking. 


MR. BEEBF: 1969. 


McElroy-direct 
COURT: Public information? 
BEEBE: Disclosed to the public. 


COURT: It still doesn't tell us very 


The witness testified that it 
was his belief that restrictions could be imposed 
privately without public disclosure. T am trying to 
get at whether charces are under the same circumstances. 

A I believe the only time that any public 
information was known about charges was after any 


hearing had been held and results -- I think results 


of such hearings were sometimes publicized. 


Q When charges are brought is the usual 
procedure for there either to L2 a hearing or a consent 
by the person or company that is charged? 

A Well, there has been a change in our 
procedure. I would rather not answer that question. 

Q You are just not sure how it worked back in 

° 

A I am just not sure how it worked back at 
that time. 

Q Was there any discussion at this meeting about 
restricting the public knowledge of McNonnell's 


condition? 
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I don't think it's reflected in the memo. 


I am just asking you if you recall. 


)g 


A No, I don't. recall. 

Q Do you ever recall any discussion concerniaa 
keeping the story about McDonnell under wraps? 

A No. 

Q Do you recall any discussion about informing 
the public, issuing a press release, or anythina like 
that, about McDonnell? 

A No. I don't think they would consult with 
me about that. 

, Q Who did you report to at that time? 

A Lloyd McChesney. 

Q Was Mr. -- you mentioned Mr. Newman at one 
point and Mr. Schuette. Were they the coordinators? 

A Yes. And while I certainly cave them 
information, when you speak of reporting, the chain of 
command was through the examiners. 

Q The ais of examiners to Mr. Schuette 
then Mr. Newman? 

A Generally, that was the vrocedure. x 
mean that I might not have spoken to them directly 
oecasion but our normal channels through the chain 


command were the examiners and then branching cut. 
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Q So if we skip the McChesney level the next 
level up would be Mr. Newman, and before him Mr. Schuette, 
is that right? 

A Well, that's not un. That is sideways. 

Q Sideways, okay. Well, what was Mr. Newman's 
role in 1969, the coordinator's role? 

A Well, sometime in about 1968, I think, 
there was a change in the structure of the denartment 
of member firms. Because of the increasing paper 
crunch there was 2 move to beef up the surveillance. 
Whereas most ot the direct followup on an examiner's 
report had been nandled by the fi Sivision and other 
areas of the department of member firms, because of the 
increased work load there was the establishment of this 
‘position we have been speaking about of coordinators. 

Q This was before your time, 1968, is that 
right, when this tcox lace? 

A I worked for the exchange then, Hut 2 -- 

Q I didn't mean that. I mean in terms of 
McDonnell & Comnany. 

A Definitely, yes. 

Oo And the man in 1968 who was in charge of 


that new coordinator's job as far as McDonnell & Company 


was concerned was Mr. Herb Schuette, isn't that right? 
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A Well, at the time of my involvement he oe 
the coordinator. tT don't know whether he was the 
original coordinatox because there were changes. 
MR. BEEBE: Why aan t we call him as the 


next witness. I have no further direct of this 


witness. 


THE COURT: All right. 


MR. BROOKS: I have some questions, your 


mdh 1 McE lroy-cross 
CROSS EXAMINATION 
BY MR. BROOKS: 

Q Mr. McElroy, in about February of 1939 how many 
member firms of the stock exchange were there to keep track 
of for the examiners' department? 

A I believe there were over 600 at that time. 

Q Do you recall the question that you were asked 
by Mr. Beebe this morning about whether it was unusual 
to only send two copies of your short form examination 
report, only to prepare two copies? 

A 

Q And you responded that that was standard 
operating eecalcn? 

A That's right. 

Q Did you ever receive any instruction by anyone 
to treat McDonnell other than in the standard wy? 

A Not that I recall. 

Q We have talked about a back office of a brokerage 
firm, having bak office problems. Could you describe 
to us the back office of a es seal Stem and if you have 
McDonnell in mind maybe you can describe that back of fice, 
what it looks like, ond wno is there, and what records 


are there, and what is done there. 


A Well, the back office of a brokerage firm is a 
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broad designation of what I would call the financial 
and operational area as apart from the sales: end research 
m. area, and I would include in the back offices, first of ail, | 
the accounting department, or controller's Gtermartment, 
that handles the financial books and records}, and I would 


also include as one of the key segments the cceshiering 


section, which involves the handling of the — the receipt 


A ESOT ONL OY IFLA IE TL LEO ILE BE EDN INTE TR, 


and disbursements of funds and the receipt and Gelivery of 
p ¥ 


ok ey 


securities, 


e 


I would include the stock record dfepeartment, which 
was the group that would maintain a record off the location 


| 
and ecwnership of securities. I would includ& such areas 


OT aE 2 a AIRS HEME 


as the dividend cepartment, the data processiime, or other 


Te 


accounting, bookkeeping type of operation. 


I am sure I probably have left ovt: a few things, 


designates the shirtsleeve area where you are @oing detail 


type work. 


| 
| 
| 
| 
: 
but it is -- I think the term "back office" mec of | 
| 
| 
| 


Q I take it there would be a large nivmter of personnel 
fin these departments pursuing the functions of each citi 
A Yes. I couldn't give you any exact: -armters but | 
I'm sure that McDonnell certahly must have hmd at least | 
a hundred people. That is a guess, but it is:-a pretty | 


sizable operation, depending on the size of tthe firm. A firm 


mdh3 McE lroy-cross 707 
as big as McDonnell & Company would have a number of ae 
engaged in this. 

Q Do you recall how many customers McDonnell & 
Company had in about February of 1969? 

A I might be able to give you an answer from one 
of these exhibits. 

Q I can help you, if you need something to refresh 
yar recollection. I was thinking in terms of 70,000. If 
that's close, I am not sure. 

o T think it is probably a little high. The 
letter dated Harch 12, 1969, of Lybrand, Ross Bros. and 
Montgomery to McDonnell & Company, which is Trial Exhibit 20 
on its last tyo pages notes that are‘indicadtive of this 


growth is the increase in number of customer accounts 
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from approximately 17,500 in 1964 to 47,500 in 1963. 
Does thet 47,500 figure: refresh your recollection 


of about what it was in February of 1969? 


than that, but that is approximate. 


A Yes. Though I think it might have been bigger | 


Q That grewth that Lybrand, Ross Bros. was remarking 
about in Exhibit 20, is that an example of the burst of 
activity you described yesterday resulting in the paper 
work crunch? , 


A That wouid be my opinion, yes. 
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Q And was a similar burst ef growth eccurring 
in other exchange firms at that time? 

A Yes, it was. 

Q Prier to that burst of growth, had the back 
offices of brokerage firms like McDonnell & Cempany kept 
‘their records in a manual manner by people taking a pencil 
and writing down a transaction in a ledger? 

A Well, there was still some of that. think that 
probably the majority of firms were using what we call 
mechanical bookkeeping machines, such as Burroughs machines. , 


They would look something like an extra large typewriter 


which handled numbers as well as letters. 


Q Did the turst of growth in the industry change 


‘hew they kept records in back offices of brokerage firms? 
g 


A Yes. I'd say that it did because it was during 


the ‘60s that the majority of firms were conveting more 


and ore to data precessing type equipment. It had existed 


prior to this time, but I think only the bigger firms, 


the really big firms, were using data processing tyve of 


achinery. 


Q By data processing do you mean what is commonly 


referred to as computers? 


A Well, cenputers entered into it, though the initial 


data processing I don't believe was considered to be compute 


McE lroy-cross ; 709 
equipment. It was more electronic -- electronic bookkeeping : 
machines where punch cards were used, and then it evolved de 
into the computer type operation. 

Q And as I recall your testimony yesterday, McDonne 
attempted to convert from one of the older systems to one 
of these data processing systems? 

A Yes, they had a data processing system, but 
they were attempting to improve on it, and to develop 
more capabilities, and it was this kind of a wettcheves 
that they were trying to make. 

I am not too —" of an expert on the data 
processing, you know, the hature of the chanse, all of it, 
eecent that it was generating a problem. 

Q Would I .: right in understanding your testimony 
when you said that the data was put on punch cards, that 
you would take data from a piece of paper where it might 
have once been written and then take an IBM 
and punch holes in it and push that card in 
and expect to get out the same figures that you hadm paper? 

A That’s right. 

Q You testified that you had worked for eight years, 
I believe, with Haskins & Sells, is that correct? 


A That's right. 


Q Can you describe to the jury who Haskins & Sells 
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are, or were at the time? 
A Haskins & Sells was a firm of Certified Public 
» Accountants and I think they are considered to be what is 
Generally called one of the big eight in public accounting-- 
that is, one of the eight largest public accounting firms 
in the United States. They handle a complete and broad 
'_range of accounting clients, brbkerages, being me of them. 
Q When ycu say in the United Stetes I take it 
you’ mean they have offices throughout the ccuntry? 
A Throughout the country, and even foreign offices, 
too. 
Q Was Lybrand Ross Bros. and Montgomery in 
_a member of the big eight accounting team? 
A Yes, they were, also. 
Q They had a similar spread to their organization 
as did Haskins & Sells? 
A Yes. 
Q | In the course of your work at Haskins & Sells, 
did you have occasion to conduct avdits of brokerage firms? 
A I was engaged in audits of brokerage firms. 
I don't recall that I was ever a supervisor on a brokerage 


audit, but I was on many brokerage audits. 


| 
| 
| 
| 
| 
| 
| 
| 
| 
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Q Did you ever participate in an audit of a brokerage 


firm about the size of McDonnell & Company as it existed in, 


mah7 {cElroy-cress 
say, 1969, 50,000 customer accounts and a number of branch > 
offices? 

A yes, larger and smaller both. All sizes. 

Q How does such an audit work? What do you do? 

A Well, the basic object of the audit is to 
establish the position of the brokerage firm, the financial 
position, as of a given moment, as of the close of business 
on a given day. The audit generally starts with 2a large 
number of auditors entering the client's premises, and ~ | 
establishing control over the «5 Ss articular cash | 
and securities, and making a complete count of all the | 
securities and cesh on the premises and also verifying 
what other assets are available to the firm through con- 
firmation of those assets that are not lIccated on the 
premises, such as confirming security positions that are 
located away from the firm, securities that are due from 


other brokers, and so forth, confirming with each custoner 


which would be mailed out to the customer under the control 
of the auditors, reconciling all their bank accounts, 
and generally verifying all the assets and liabilities 


so that they can arrive at a point of expressing an opinion 


about the financial statement. 


| 

i 

' 

| 

| 

| 

‘ 

| 

directly by mail the accuracy of their monthly statement | 
i 


Q And that opinion is of the statement as cf that da 
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As of that day. 
They first went in? 
A As of the moment of the cay of the audit. 
o I think the audit of firm of McDonnell & Cempany 
Was as of Cctober 31, 1966, for 1968, is that correct? 
A Yes. 
Q How many people would arrive at a brokerage 
firm of McDonneil's size to commence an audit? 
A ‘the initial crew of auditors would be fairly large. 
It might be 50 ox a hundred pecple. It devends on the | 
iccu kann estimate of the length of time it would take | 
to do a complete security county. | 
Generally, the accountants do nok wee te tie | 
up the brokerage cperation any longer than necessary, and | 
the ideal":.: time to do that would be as of the close ) 
Of business generally on a Friday, so that they could work | 
through the weekend to complete the count, and ence they | 
have established the accuracy of these positions then they 
can release control. But it does tie the broker up fo 
a little while. that's why you need a large group of: people 


initially. 


Q How lang does the exchange provide for these 


the rules without extensions to render:a report? 


| 
‘ 
auditors to do their work before they are required under | 


McE lroy-cross 
45 days. 
And the rule did permit extensions, did it not? 
A And the rule permitted extensions. 
Q I think you testified that there were probably 
two extensions permitted? 
A I think that is accurate. 
Q Was that unusual in and about this time? 
A No. I think many eaudits were done iis time 
extensions. 
Q Let me show you a document, Mr. McElroy, that 
is entitled "Answer to financial questionnaire of 
New York Stock Exchange as of October 31, 1968," parts l, 
2 and 3, headed BcDonnell & Co., Incorporated. 
I ask you if that is in essence the report 
that was rendered by Lybrand, Ross Bros. to the New york 


Stock Exchange as @ result of their October 31, 196€,° 


| 
I 
| 
| 
| 
| 
| 
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MR. BEEBE: Cojection to “in essence." The report | 


speaks for itself. I-have no objection to it going in eviden 


MR. BRCO’S: I meant “in essence" only to apply 
to the word "report," because it is not entitled rerort, 
but it is entitled "Answer to financial questionnaire," 


I will be glad to withdraw those words if they trouble 


Beebe. 
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is the report? 
ae 28% 


MR. BROOKS: I offer that as the next exhibit. 


I'm sorry I had not pre-marked it. 


THE COURT: It will be received, 
(Defendant New York Stock Exchange Exhibit Z 
received in evidence.) 
Q You spoke about receiving from the auditors 
yesterday an opinicn. Do you find the opinion of the 
auditors in the report that Ihave handed 
A Yes. 
Q Can you try to give the jury an 
exactly what the stock exchange rules are requir ing Lybrand, | 
Ross. Bros and Mentgomery to be reporting om when they 
undertake an audit and render. a report such as this? 

A Well, the New York Stock Exchange has specific 
regulations regarding the audit, but basically it is a 
requirement that they make a thorough examination of the 
books and records of the firm sufficient for them to express 
» @n Opinion about the financial questionnaire that is being 
rendered, and it specifies certain things that must be Cone, 
but generally these would be audit practices and it requires 


that they be completed in order to express this opinion. 


McElroy-cross 

Q Who is the client of the auditor? 

A The client of the auditor is always the member 
firm. The opinion is always cxpressed about the member 
firm's statement. 

Q So, if I understand you correctly, it is the 
member firm, McDonnell & Company, that hires the auditor 
and it is the member firms that pays him for 

A That is corsect. 

a I take it the member firm is required to go co 
this hiring process to secure an auditor nid get this 
report up and have the auditor submit and certify x to 
the exchange? 

A That's right. There are requirements that at 
the beginning of each year the firin had to file an agreement 
an audit agreement with the exchange showing that they had 


hired a certain auditing firm to do their audit at a 


surprise date to be selected by the auditors during the year 


Q Does the exchange place any quality requirement 


- aareeeee cmmpscliinn mameittien acca ee LALLA LOLLY LOD LE 


on an auditor that the member firm can hire? Suppose 
McDonnell wanted to hire Smith & Jones of Des Moins, Iowa. 
A Well, they had to be independent Certified Pub 
Accountants. That would be the requirement. 
Q Could just any independent Certified Public 
Accountant be engaged to a brokerase firm of thi size? 
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A I don't think too many would have 
ef doing it. 

Q And would the stock exchange have any Say-so 
over what kind of auditing firm a particular member firm 
hired? 

A I'm not sure of the answer to that. I think they 
would object if we felt that a firm was not qualified. 

this audit commence on 2 date 

firm? 

It would be a surprise avdit. 

is the element of surprise recu 
stock exchanse rule? 

A It was at that time. 

Q Do you know who signs these answers to a 
financial questionnaire? | 


A Well, the answers are attested to by two partners 


or voting stockholders of the firm that's answering the 


questionnaire. Of course, the accountants sign their 
opinion letter. 

Q I invite your attention to the third page of 
the document which is a letter-- on this copy it does not 
have a signature. I presume it is Lybrand's, but I'm not 
offering that as evidence. I invite your attention to 


the last paragraph there, where it says, “We enclose also 


enemies sth mlaetie ae ie = amma nema 
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the attestion form signed by officers of McDonnell & | 
Co.,- Incorporated and by ourselves." 
Is that a description of the attestion you 3 
were talking about? 


A Yes. 


Exchange, is it not? 

A Yes, in that the officers of the company would 
attest to the accuracy of the statement. 

Q Do you Know whether such a document as 
sent to other stcck exchanses? 

Py Yes, I believe that the auditors-- the financial 
cuestionnaire, the audited financial questionnaire was 
sent to exchanges of which the member organization was 


also a member. 


Q Do you recall which exchances McDonnell & Co. 


Q That is an attestation to the New york Stock 
| 
H 
| 
' 
| 
\ 
| 


Was @ member at eahout this time? 
A Well, the American Steck Exchange I know for cure, 
and I think I heard mention of several others the other day. 
Q Weuld you turn to the seventh page of Exhibit Zz 


* 


‘ 
' 
| 
and tell me if the stock exchenges listed on that page as | 
, | 
addressees refreshes your recollection as to the exthanges | 


which McDonnell & Co. belony-to? 
A Yes, it does, 
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Q Could you read those off for the jury, since 
we had some testimony about that tact yesterday. 

MR. BEEBE: I object because i don't see ths 
reading of other: stock exchanges has anything to do with 
this case. I would like to get on to the next witness. 

MR. BROOKS: Your Honor, Mr. James McDonnell 
was asked if he knew which exchanges McDonnell & Co. 
belonged to. There was no objection, and he answered he 
knew of one or two and he thought there were others. Now, 
here are the others and I thought we shoulc conplete the 
record. 

THE COURT: Is the exhibit in evicence? 

MR. BROOKS: Yes, it is. 

THE COURT: Go ahead. We will spend more time 
talking about it than reading it. 

THE WITNESS: The American Stock Exchange, the 
New York Stock Exchange, the Boston Stock Exchange, the 


Pacific Coast Stock Exchange, the Detroit Stock Exchange, 


2 = eee meomernemenenetinns 


the Midwest Stock Exchange, the Honolulu Stock Exchange, 


‘and the Philadelphia-Baltimore-Washington Stock Exchange. 


Q Now, did this report go anywhere cise other 


than to all those exchanges? 


A It went to the Securities end Exchange Commission. 


Q Where are thoy? 


acne eect scene tag i sa a ee seman 
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A Well, I think it was sent to the New york nee 
headquartered in Washington, of course. 
Q Can you give the jury a guick descripti 


what the Securities and-Exchange Commission is and what role 


it is playing in the oversight of McDonnell & Co.? 


established by the United States Government back in the 


A Well, the Securities and Exchange Commission was 
j 
| 
| 


mid'30s after the stock market crash, and it was established 
as the federal government's agency to regulate the securities 
business. They regulate or have the final say in the 
regulation of all broker-dealers and they also requlate 
the stock exchanges generally, too. In other words, the 
stock exchanges and the brokers had a responsibility to. 
the Securities and Exchange Commission. 

Q I take it the submission of Exhibit Z to the 

es and Exchange Commission is not gratuitous 

but done by some rule or requirement of that Commission. 

A It is done by some rule or requirement, and even 
the format that is used w I believe, devised both by 
the SEC and the stock exchange working Conmthes to come up 
with a reporting form that was agreeable to both. 

Q Mr. McElroy, let me show you what we have 
previously marked as Exhibit J, which has been identified 
as the statement of financial condition as of October 31, 
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| 
| 
1968, for McDonnell & Company. My question to you is, | 
| 


how does the statement of financial condition relate to the 
Lanswers to the financial questicnnaire, which are Exhibit 2? 

A Well, the statement of financial condition is 
what we would generally refer to as a balance sheet. While 
it contains and is based on the same books and numbers 
that appear on the financial questionnaire, the financial 
questionnaire is a different organization of those numbers | 
designed to facilitate, amonast other thines, the computation 
ef net capital and to reflect the records of a broker-dealer. 

But this is a balance sheet using the same hans 

and with an opinion of the accountants attached. | 

Q Is the statement of financial condition the ora 
‘of the same audit? 

A Yes, yes. 

Q and it is rendered as of the same cate? 

A As of the seme date, right. 

Q And if © understand you correctly, the bottom Line | 
ought to be the same or there is a problem; is that correct? | 

A That's correct, yes, sir. 

Q What is the purpose of a statement of financial 
condition such as Extibit J? 

informing the 


clients of the brokerzge firm of the condition of the 


radh7 MCE lroy-cross 


brokerage firm as of that given date. 


Q Does the stock exchange or did the stock exchange 


in and about January or February of 1969 have any rule 


in respect to statements of financial condition such es 


Exhibit J? 


A Yes, they did. Since it is changed I ama litt 


whe. 


vague about it, but I believe at that time they were 


required to inform their customers 


financial condition would be available to them-upon reguest 


Q As a matter of practice did many brokerage firms 
£ ~~ < 


Simply send them cut to customers? 


that this statement of J 
i] 
A Yes, many firms would simply print up a form like : 


this and mail it out to their customers with a monthly 


mailing of their customers’ statements. 
Q It saves postage thet way, 
A yes, do two things at once. 


Q Did the examiners have any role in respect 


to these statements of financial condition that were 


prepared for the customers? 
A Yes, we did. We received a copy of it end one of 
‘the functions of the examiners' 


ané reconcile it to the financial questionnaire to more or 


less establish thet there was no Giscr epancy between the two, 


Q Was that to insure that the customer got the 
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same information as the exchange? 

A Yes. 

Q Would you take a leok at page Roman IT, Sl, 
which is a portion of schedule 11 of Exhibit Z. Do you 
see that page, Mr. McElroy? 

A Yes, I do. 

Q Now, I call your attention to the material in 
the center of that pase, "Graduated income debentures 
due December 31, 1968, Series B," and the notation 


“Estate of James F. McDonnell, $318,623." Now, is that 


information reflected in the statement of financial 


condition, which is Exhibit 7, going to customers? 
A Yes, it is. 
Q Can on point out where or describe now it is 
reflected? 
A Well, in the statement of financial condition 
| that was sent out to customers, in the right-hand side of 


the balance sheet you have a section entitled "Capital and 


ee ee 6 RR Na ce: cm 


_ subordinated liabilities," and under "Registered subordinate 

~ debentures, " the second item states "Series B, cracuated 
income due December 31, 1968," and it gives the total of 
$781,996, which agrees with the eebes shown on schedule ll. 


MR. BEEBE: Excuse me. I believe there were 


copies of this yesterday for the jury. Shall we give it 


rdh9 4cE lroy-cross 


back to them? I may have some questions on it, too. 


MR. BROOKS: I don't think £ have my copies arrangd 


to give out right now. 
THE CCURT: All right. When it comes to that 
we will see what we should do. 

Q I ask you to back up a Little bit in Exhibit 
Page Roman I, 10. Do you see that note there which, in 
substance, says that on December 31, 1968, the Series a 
Gebentures and the Series B debentures were rolled over 
except for $80,006 which was redeemed for cash, into a 
Series E debenture. Do you see a footnote saying in 
substance that, sir? 

A yes, I do. 

Q Now, I ask you to look at the statement of 
financial condition and see if you see essentially the same 
footnote? 

A Yes. The second note to the balance sheet x 
believe says approximately the same thing. 

Q Now, yesterday Mr. Beebe asked you whether 
aS an examiner you were checking the capital of the firm 
you would check the underlying documents in respect to 
debentures. Do you recall that question? 

A Yes, I do, 


Q Now, would you have checked in February of 1969 
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any underlying documents to escertain whether the B 

debentures had been rolled over validly into E debentures 
i in view of the attestation and note of Messrs. Lybrand, 

Ross Bros. & Montgomery, which you would have had as 

part of::your working papers? 

A t certainly would accept the statement of the 
public accountants as eat einnd evidence to satisfy me 
that this roll over occurred. 


Q You and those three men that were working 


uv 


with you had more things to do than check up on Lybrand 
MR. BEEBE: Cbjection. 


THE COURT: Sustained. 


| 
| 
| 


Q Now we have talked about the audit. I take it 
ree took quite soms time to arrive at the report that was 
Exhibit Z. In fact it has a date on it. Can you tell me 
when Lybrand Ross signed off on Exhibit Z? 
A Their opinion letter is dated January 12th of 1969! 
Q Does that indicate that they were working from 
October 3lst until January 12th on it? 
A That's correct. 


Take a look at Exhibit J. Is the date the same? 


A It is the same. It has a little exception there. 


“Except as to the note to the statement of financial 


condition,“ with respect to which there is a date of 
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February 6, 1969. 

Q Does that mean that this entire statement, except 
for these two notes, speaks or is reported on as of 


January 12th? 


Q Except the notes which are speaking as of 
February 6th? 

A That's right. 

Q As a matter of practice why court the accountants 
put in notes that speak as of February 6th when this was 


a statement that's supposed to be speaking back in 


| 
| 
| 
| 
| 
| 
| 


October of '68? 
"A Well, they had the responsibility of reporting 
changes that occvrred while they were still on the premises. 
Q And are those two notes such changes? 


A Yes, I would say so. 


Q Now, I believe you testified that starting some 
time in February you and Mr. Zaremba and Mr. Cummings were 
instructed by others of the stock change to make an examina- 
tion of McDonnell & Co., that you three men spent from 

some time in February about through the end cf March, maybe | 
the first couple of days of April at the premises maki “4 


your investigation? 


A That's correct. 
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Q Except for some meetings that you might have 


attended at the exchanges. How does the examination that 


you three men conducted for that month and a half or so 


compare wiia the type of examination that these auditors 
did between October and January 12th? 
A There is a distinction. I mentioned that the 


auditors would start theiraudit with 50 to 100 people 


because they are going to make a detailed verification 
y g 


of all the securities and casn, ane so forth. We didn't 
have that capability and that wasn't part of our job. 


We were more involved with the assembly of the financial 


information into the report, but obviously we were not 


doing a complete verification such as the auditors would do. |} 


a ke emanate a at 
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Would the technicue that you examiners used 
be described as a sampling technique in your practice? 
A Well, even to some extent I auess you might 


say that the auditors did a samplinoe technique, but 


they actually were verifying everything. We just 


didn't have that capability. We would make test 
counts of security positions and that would be on a 
sample basis. We didn't verify cash in the banks 
confirming with the hanks. We knew the auditors 

did that. We usually would review bank reconciliations 
to make sure that they were heing prenared. Lt 
certainly was more of a sampling. 

Q We referred to the stock exchange rule 325 
and I think it's clear by now that that’s the rule that 
sets the capital recuirements of the exchanae, does it 
not? 

A That's right. 

Q Do you have the stock exchange rules for 1949 
in front of you, sir, which I think is Fxhibit 34? 

A Yes, fF Go. 

19] Can you tell me roughly, without counting, 
roughly how many pages in thet exhibit, rule 325, covers? 

A Under rule 325 -- 


Objection. It just nicht he 
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quicker to let the document speak for itself. 
THE COURT: Yes. Can you qive us the number 
. of pages? 
THE WITNESS: 30 or 49 nages. 
MR. BROOKS: I will accept that. 

Q Now, you said that the 39-day rule 
governing collectability of assets or receivables 
before you could count it as cood capital under the rule 
was not in the rule; is that correct? 

A Yes, I believe I said that. 

ae Now, who makes the judoment whether something 
is collectable in 30 days or someth co is not? 

A Well, some’ things by their terms are satseseaiael 
within 30 days in the normal course of business. | 
For instance, we would always allow floor brokerace 
as a good asset because it was a practice that the 
floor brokers would settle up their bills about the 
middle of the following month. So that was an 
automatic thing that we would allow. 

Q That judgment was based on practice, I supvose. 

A Practice. 

Q That's the way people usually do it. 


A Yes. I know that while that may not be 


specified in the rules, it certainly was made known to 


rdr3 ‘ McElroy-cross 
the membership through what we called MF circulars, 
member firms educational circulars. I know of one 
that was in existence at least as early as 1963 that 
directed the attention that this was the exchange 
policy. 
Q And I take it for some particular kinds of 
assets you might have another piece of writing 
somewhere to supplement the rule and say that for 


these assets we are coing to make the judement this & 


way; is that right? * 

don't see how you can supplement rules that are required 

to be filed with the SEC if you don't file them with the 

SEC. 
THE COURT: I will hear .the question. 
(Question read) 
THE COURT: Sustain the objection to the 

question on the grounds of form, not the substance. 

.@] Mr. MicRlroy, as a matter of practice did the 


stock exchange from time to time put out writings such 


| 

| 

| 
MR. BEEBE: Objection, your Honor. I | | 


as a member firm circular to its membership to advise 


them how certain assets would be treated in resnect to this 
30-day rule? 


A Yes, there are hundreds of MF circulars on 
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a variety of subjects and a number of ther are directed 
to rule 325 and how to treat things in commuting 

. Capital. 

Q To whom were these circulars addressed? 

A They are usually addressed to managing 
partners or chief financial officers, chief operatina 
officers or all members and member firms, that type of 
address. And they are mailed out to all the member 


firms as they are issued. 


Q And what was the purpose of these circulars? 


A The purpose was to inform and instruct the 
stock exchange community of how to comply with rules, 
how to treat certain situations as they arose. 

The industry is constantly chanaing, and as 
new situations arise -- 

MR. BEEBE: Objection. I think he is 
getting bevond the initial question. 

MR. BROOKS: The question was the purpose 
of these circulars. I think he is still within the 
question, your Honor. 

THE COURT: Read me back the answer. 

(Answer read) 

THE COURT: I sustain the objection. 


Mr. McElroy, who would make the judement 
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that became reflected in these circulars that would he 
sent out as to how a particular asset or a Darticular set 
of facts should or should not be treated under this 
30-day practice? 

A I believe it was a decision of the staff of 
the stock exchange, though the ultimate circular would 
go out over a signature of a department officer. 

Q And do you recall who the department officer 
would be who would sign such a circular in and about 
1969? 

A Well, Mr. Bishop would probably sign most of 
those that we are talking about. 

2 Did you ever come across or know of any of 
your fellow examiners coming across an asset or a narticula 
set of facts that you didn't have a circular on to 
determine whether it was in or whether it was out of this 
30-day rule? 

A Oh, certainly. 

Q And what would you. do then? 

A The examiners as a matter of practice 
would get in touch with the principal examinaer to whom 
they were reporting. and there was constant consultation. 


Questions would arise all the time and it would be 


resolved throuch discussion, of if necessary, seeking 
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advice of a higher authority. 
Q ee who had authority to make an interpre- 
“tation of those particular assets? 

A Yes. 

Q Would I be right in assuming *nat the member 
firm would oes likely be arquing that this asset was 
eligible for capital credit? 

A Yes. 

Q And would they enter into disputation with 
exchange officials and employees who thoucht to the 
contrary? 

A Yes. There certainly were many discussions 

* and arguments and opinions. That's the wav it was and 
etill is. 

Q Was that particularly so in this time of the 
paperwork crunch? 

A Well, we were faced with a lot of new situ~ 
ations that we hadn't run into before, so obviously we 
q had many questions arising we hadn't seen before and had 
to seek advice from the exchanac, had arcurents with 

member firms. 

i. Were there ever such arauments that went 


amonast the ranks of the exchange? 


A Definitely. Especially in the examiner's 


rar7 McElroy-cross 
department where I worked I know we had constant 
discussion about these matters. 

Q And sometimes one qroup would take another 
position and another group of exchange employees or 
officers would take another, is that riqnt? 

A That's right. 

Q Now, yesterday I think you gave an analysis 
of the capital rule and told us what it was designed 
to measure. I think you said that you started with 
net worth and then subtracted aggregate indehtedness, 
which was the total amount that the firm owed, and 
then ycu came up with net capital; is that richt? 

A No. 

‘a) Please say it right. 

A To determine net capital we would take net 
worth, as it's more or less generally defined, and 
deduct those assets which we felt were not readily 
convertible into cash. I don't know that I mentioned 
it the other day, but there are other deductions, too, - 
to arrive at net capital. 

For instance, *1¢ market value of a firm's 
securities which is included in net worth as a measure 


of valuing the liquidity, we would subtract a certain 


percentage of that market value also as a charge acains* 
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Q After you make these iiberecbions from net 
“ worth you then subtract aggregate indebtedness? 
A No. You relate the amount of net capital 
_ to the total of aggregate indebtedness and that's where 
your 20 to 1 ratio comes in. The aggregate indehtedness 
at that time should not have exceeded net capital by 
oo than 20 times, which is also 2900 per cent. 

Q I think you used the example yesterday that if 
you owed $20 million, you would need $1 million to he in 
compliance with the net capital requirement? 

A  Phat's right, yes. 

Q Is this term, net capital, a creature solelv 
of this exchange capital rule and parallel capital rules, 
whether they be of other exchanges or other reaulatory 
institutions? 


A Yes. I know of no other field in which it's 


Q And I take it it's a somewhat artificial 


creature in that you couldn't expect anybodv to conduct 


business if they owed 20 times more than thev had, unless 


it were an artificial measurement? 
MR. BEEBE: Objection, your Honor. rt is 


leading and I think that it's getting into practically 
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areas of law. 

THE COURT: This is getting down to something 
that's argumentative conclusion from the fact you 
established on the preceding question, is it not? 

MR. BROOKS: Yes. 

THE COURT: I sustain the objection. 

Q You said that you would deduct from 
capital or net worth, as it is commonly thought of by the 
average businessman who runs a small business, you would 


deduct from that concept things that couldn't be sold 


in 30 days, like furniture, paintings on the wall and 


stock exchange seats; that wouldn't enter into your 
net capital formula, it would be taken out. 

A That is correct. 

0) That dien't mean, did it, that those could 
not be sold for cash to pay off a loan, did it? 

A No, that didn't. 

Q Sometimes assets such as those that would he 
deducted, like a stock exchange seat, would be substantial 
assets, would they not? 

A Yes, that’s correct. 

Q From time to time to improve the. capital 
ratio under this rule would exchange firms sell some 


these assets, like stock exchange seats, and turn 
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something for which they couldn't get capital credit 


Minto cash, for which they could of course cet credit? 


a 


A Yes, that's correct. 


Q Now, I believe you testified yesterday that 


undre the capital rule, in the earlier days, and I'm 


not sure we were too precise, but sometime hefore or 
perhaps in the period we are talking about, the exchance 
would start to get concerned when the capital ratio of a 
firm would reach either 1500 or 1750 per cent; do you 
recall that? 

A Yes, I do. 

Q “Was it first one of those per cents and then 

_another under exchange practice? 

A That's my recollection. I'm not 100 per 
cent sure about that, but my recollection is that first 
it was established at the 1700 or 1750 level and then it 
was later reduced to the 1500 level. That's the way I 
recall it. 

Q Is this change an example of the evolving 

fof the capital rule during this period? 
MR. BEEBE: Objection, your Honor. 
THE COURT: Sustained. 
Q You testified yesterday that if a firm could 


demonstrate value for lettered stock it micht be 


r4rll McElroy-cross ; 137 
considered as good capital, at least on a percentace, 
maybe 30 per cent, 50 per cent; is that right? 

A T think that's correct. I know there is 
something in writing about it. I have read it somewheres 
in connection with the change in the Securities and 
Exchange Commission's own law also, that upon application 
to the governing authority capital credit can he allowed. 

Q Now, I take it the ies ae deneratrae ine 
value requires somebody to make a judgment as to whether 
value has been demonstrated, and if so how much value; is 
that correct? 

A That's correct. 

Q And we the New York Stock i.:change who 
was the person or authority who exercised ‘that judament 
to determine whether value was established and if soa, 


how much value? 


A Well, it would come through the department 


of member firms and it would undoubtedly he the head 
of that department, or at least he might delecate that 
to a key assistant. I don't know whether it was one 
specific person. 

THE COURT: Mr. Brooks, are you qoing to be 
much longer? 


MR. BROOKS: I think I will be. 
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THE COURT: Ladies and gentlemen, we will 
stand in recess until Monday morning. We will be in 
courtroom 619 and I tered Mr. Dorset has alreacy 
given you directions as to where to go on “onday 
morning. 

See you Monday morning. Over the — 
don't talk about this case with anyone. Continue to 
keep an open mind. Thank you very much. 


(Adjourned to Monday, May 5, 1975, at 19 a.m.) 
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MARGARET MARY McDCNNELL MURPHY, et al. 
Veo 
McDCNNELL & CO., INC., et al. 


May 5, 1975, 
10:00 A.M. 


ANDREW R, McELR OY, resumed, 
CROSS EXAMINATIGN CQGNTINUED 
BY MR. BROOKS: 

Q Mr. McElroy, let me give you back Exhibit Zz, 
which was the auditor's report to the stock exchange, and 
Exhibit J, which was the financial statement in part 
reflecting the results of the audit. 

Now, you recall that we left off last Friday 
‘thames with the last question and answer essentially 
establishing that there was somebody at the exchange who 
made judgments shiek varicus assets being gocd capital 
and in what value. Ivant to ask you now, does Exhibit Z, 
when you get it, when the exchange receives it from the 
accountants, have on it a capital computation? 

A No, it would not. 

Q It would not? 

BR No. 

Q Is there any reascn that you know of why the 
auditors are not asked by exchange rule to furnish a capital 


computation when they submit their report? 
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Well, they weren't at that time, 


Is there any reason that you know of why they 


No, I don't know the reason why not. . 
At that time -- 
That's right. 


-- who did the capital ccmputation for a member 


A The capital seuienk tas was always prepared by 
the examiners department, section of the department of membex 
firms. 

Q = And ~would they use data included in the auditor's 

report to dothat computation? 

A Yes. These financial questionnaires such as 
Exhibit D were in fact filed with the chief examiner and 
then would be assigned to someone on his staff for analysis 
to compute net capital. That net capital computation was 
double checked by.a second mien and then a third 
examiner would review it and summarize it. 


Q Did the analysis of that capital computation 


have any particular name in exchange examiner's jargon? 


A Well, we used to call the men who were doing the 
ahalysis, we would say they were working on the rock pile. 


We had a constant flow of these questionnaires 


McE lroy-cross 

coming in every month, and they would bring a new batch 
of them. Some of them would be the audited questionnaires, 
some would be those that were not audited. But we would 
handle them in a similar manner. They would come in to the 
chief examiner's office and be logged in and then assigned 
to people for analysis. It.was a continual flow of work. 

Q And would that analysis be written down anywhere? 

A Yes. We had a specific style of work sheet on 
which we made these analy=s. 

Q Did tac week sheet have any particular name 
in exchange examiner's jargon? 

A Well, we would just refer to it as the analysis 
or capital computation. 

Q Mr. iaciomaiae & I show you what appears to be an 
acccuntant's or possibly an examiner's work sheet entitled 
“McDonnell & Co., Incorporated," dated October 31, 1968, 


and headed in the upper right “Reg Q." I ask you if that 


is the analysis on a work sheet which you have just 


referred to for McDonnell & CO.? 

A What this particular work sheet is is a summary 
of our capital computation, and we call this a white sheet, 
the name coming from the fact that the analysis was done 
on yellow paper; this summary of it was done on white 
paper. 
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I had mentioned before that an examiner would 
analyze the questionnaire on the prescribed work sheet form. 
It would be double checked by another examiner. And this 
is the work sheet of the principal examiner who would review 
the work of the first two examiners and then summarize it 
on this sheet, from which it would be passed along to the 
finance department for followup. 
Q This is a three-page document. 

This particular one is three pages, yes. 

MR. BROOKS: I note that this was Plaintiffs’ 
Deposition Exhibit 46 and I now offer it in evidence. 

THE COURT: Any objection? 

MR. BEEBE: One question on voir dire. 

Who assined this? It appears to be signed 
signed January 27, '69. I don't know if it is this 
witness’ document. 

THE WITNESS: I can identify the signature, I 
believe. That is the cients of a principal examiner by 
the name of Edward Carlay. 


MR. BEEBE: NO objection to the offer, your Honor. 


THE COURT: very well. 


(Defendant Stock Exchange Exhibit AA is received 


in evidence) 
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Q Mr. McElroy, could you find on Exhibit AA 
a capital ratio that Mr. Carky has computed? 

A Yes. The ratio shown on this white sheet is 
3,992 per cent. 

Q Do you find a figure reflecting net worth 
computed by Mr. Carley? 

A Yes. The net worth figure here is $16,610,810. 

Q Now, what would happen to this white sheet after | 
it was prepared by Mr. CarByin the practice of the exchange? 
A Well, this white sheet was then sent to what we 

would call the Division of Finance, which would include 


the coordinator for McDonnell, and other men, who would 


Q Would the capital ratic that is reflected on 


follow up on any problems that were reflected in the analysig 


the white sheet be the final determination of the exchange 
as to what tie ratio of McDonnell & Company weil as of 
October 31, 1968? | : 

A Well, it would be the final determination that 
the examiners made. From that point on it was more or less 
out of our hands. 

Q Do you know whithee that might be changed by 
other dapartments of ths. exchange as the white sheet got 
passed along? 


A I would my that that's possible, yes. 
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Q Turning again to Exhibit Z, the auditers report, 
Mr. McElroy, can you tell from that auditor's report what 
the date of a subordination agreement would ba for a sub- 
ordinated capital contributor to McDonnell & Company as 
of October 31, 1968? 

A I should be able to, yes. 

Q Let ma suggest that schedule 13, page 1 might show 
that information. 

A . Schedule 13 is a schedule of cash and security 
borrowings which are unconditionally subordinated to 
all claims of general creditors. Then there is a schedule 
of different subordinations there which do show dates. 

Q Do you see in that schedule an indication 
~ that Anna M. McDonnell is a subordinated lender to McDonnell 
& Company as on ccbsbex 31, 1968? 

A That's Anna Murphy McDonnell under agreement 
dated December 30, 1966? 

Q ea thee the wautbat contributor I was referring 
to. | 

A Yes. 

Q Is there any amount showm for Mrs. McDonnell's 
subordinated investment at etebes al, ‘687 

A Yes. xt reflects a ledger credit balance of 


$627 and non-exempt securities with a market value of 


rdh McE Llroy -cross 
$555,546. 

Q And to find out the total value of her investment 
woald add those two figures tconveees : 

A Yes, that's right. 

Q And do you understand frem that indication on 
the report that Mrs. McDonnell’s capital to the extent of 
the total of those two figures you have just read would 
sg part of the capital of McDonnell & Company as of this 
a ate? 

A Yes, I would. 

Q Can you ascertain from that schedule what the 
termination date was of Mrs. McDonnell.'s subordina ion 
agreemenc? 

A No, I can't. 

Q Would you turn a few eaded to page 3 of schedule 


13 and see if there is any information which you would 


interpret respmsive to that question. — 


A Yes. There is a note there which Littcistes, - 
“Termination of the subordination agreements is effective 
at the option of either the respondent or the lender, but 
only cn a date 100 days after the receipt of the written 


notice;" 
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Q Mr. McElroy, you have nee before you the 
pamphlet financial statement of McDonnell & Company 
as of the same date, October 31, '68, which we discussed 
on Friday. 

I believe you testified that financial 

Statements such asthat would be received by the exchange 
and would be compared by examiners against Fxhibit 2, the 
more formal report. How and where would Exhibit J 
arrive at the exchange? 

A To the best of my knowledge it would be 
supplied to the ex hange by the member firm itself. 

Qo And in what department of the exchange would 
i. ena up in ? 

A It would end up in the examiner's department. 

Q I show you a letter Cated March 3, 1969, 
adérvessed to the Department of Member Firms, New York 


Stock Exchange, signed by Thomas A. McKay, and appearing 


. to bear a stamv of the chief examiner, I ask you if 


you recognize that .:cszinpt stamp as one customarily 


Me applied by the office of the chief examiner at the time, 


that is March 1969, tx incoming documents such as this 
letter? 
A Yes, that's the chief examiner's stamp. 


Q And is this letter that I have shown you the 
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kind of covering letter which would he sent to the 
examiner's department along with a statement of financial 
condition such as Exhibit J. 

A Yes, this appears to be the transmittal 
letter which was filed submitting Exhibit J to the chief 
examiner. 

MR. BROOKS: I offer the March 30, 1969 
Latter in evidence, your Honor. 
MR. BEEBE: No objection. 
(Defendant Stock Exchange Exhibit BB was 
received in evidence) | 
MR. BROOKS: Exhibit BB is five lines long 
and I would like to read it. ) 
(Defenant Stock Exchange Fxhibit BB was 
read to the jury) 
Q Would Exhibit J be the statement that this 


letter is refsrring to? 


A Yes, that's correct. 


Q when we were getting your pedigree in the 
record, Mr. McElroy, you told us that you had worked 
for eight years for Haskins & Sells. 

A That is correct. 

Q And that you wosked on a number of audits 


at brokerage firms, but I believe you disclaimed, at 
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least as a certainty, that you were a manager of any 
of those brokeraqe audits. 

A Yes, that's right. 

Q Can you tell me what the duty and function 
of any audit manager is on a brokerage firm audit 
for a firm such as Haskins & Sells or Lybrand, Ross: 
Brothers? 

A Well, he would generally be responsible 
for all of the manpower that's being used on the audit, 
and it would be his job to see, first of all, that they 
would be assigned to the security account, the control 
of securities in and out of the firm, the cash account, 
and so forth. Then he would overall direct the mannower 
that he had assigned to — throughout the audit, seeing 
that all of the audit functions prescribed by the 


stock exchange and also as established in the audit 


guide for brokers and dealers which was put out by the 


American Institute of Accounting were followed arid 
durect the audit to conclusion. 

Q Did the audit manager have a boss? 

A Well, yes. All the auditors to report 
_to a partner of the sedte Hien, The audit firms were 
always parteereiips. In all cases there would be a 


partner of the firm who would be responsihle for the 


rdr4 McElroy-cross 
audit. 

Q Would it be fair to say that the audit manager 
was sort of like the foreman of the job? 

A That's a good analogy, yes. 

Q Would the audit manager have overall knowledge 
of the progress and findings of the audit as it progressed 
from time to time? 

A Yes, he would certainly be aware of anvthing 
that was going on in any pacticuted area of the audit. 
Especially if there are any problems involved, why his 


assistants would report them to him at once. 


ey Do you know who the audit manager was of the 


Lybrand, Ross Brothers & Montgomery audit of McDonnell 
& Company as of October 31, 1968? 
A Well, I'm not sure. I have an idea, but 
I'm not 100 per cent sure. 
MR. BEEBE: Objection if the witness 
doesn't have knowledge of this, personal knowledge. 
THE COURT: Sustained. 
Q Tell us what you do know of that situation. 
A Well, there was a fellow that worked for 
Lybrand by the name of Dave Rome who had handled the 
McDonnell audit I think on several occasions, and I 


wasn't sure whether he had been on this audit initially. 
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I know he left and*became the controller of McDonnell 
& Company. 

Q Do you know whether he did that during the 
course of the audit? 

A That is what I'm not sure about, at what point 
he left to become the centroller. 

Q Do you know whether Mr. Rome hought any 
“stock in McDonnell & Company when he joined the firm? 

A Yes, he did. 

Q  - You testified at pages 629 and 631 of the 
trial transcript about a meeting that you attended at 
the stock exchange during 7 course of your examination 
of McDonnell & Company in February, March and April of 
1969. I think the transcript is not altogether 
clear on when the dates «f any meetings that you attended 
at the stock exch. :ge were. 

Can yeu tell me when the first such meeting 
that you would have erbendes occurred as a result of the 
work you were doin at McDonnell & Company? 

A No, I'm afraid I don'* remember the dates. 

Q Well, we have seen a memorandum dated 
April 2, 1969, which is Plaintiffs' Exhibit 23 reporting 
on two separate meetings in RMD's office with principals 


of McDonnell & Company. 


McElroy-cress 
Can you, after reading this memucandu, 
fix the date of such meetings? 

A Well, this menorandum refers to the date of 
April 2 for two separate meetings “were held today," 
it says. So that would fix it at April 2. I woula 
say that's approximately the *jme I would recall, 
although I wasn't sure cf the specific date. 

Q When did you go into the firm to start 
your examination? 

A I saw a date on one of the exhibits the other 
day. I believe it was February 19th, approximately that 
date. 

Q Let me resd to you from Exhibit 28 and 
perhaps that will refresh your recollection. That's 
your full blown examiner's report. it bagine by 


saying, "A limited examination was made at McDonnell & 


e 


Company, Incorporated during the period February is, 


1969." 

A That would be my statement of the time 
period. 

Q Now, do you recall on this examination how long 
it took you after you got to the firm and took a 100k 
around, to come to any conclusions about anything that 


you were there to conclude on? 
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A No. I certainly wovld have taken several 
weeks to reach any conclusions, I'm sure of that. I 
—— have become aware of -~ I'm sure I was aware there 
was some sort of problem there when I went there, Hut 
I couldn't pin down the length of time before I would 
come to any final conclusion. Certainly it would take 
m me most of my visit to get down to final numbers, and 


so forth. 


Q Was the financial information that was 


gathered by the exchange about member firms such as that 


which you reported in your April report and which they 
got from "ybrand, Ross @rothers and from other sources 
tO your knowledge maintained in confidence by the New 
York Stock Exchange? 
A Yes.’ I feel we were very careful not to 


allow any of this information to escape. 


‘ii ee A A FS SMG. 0, a A 


McElroy-cross 754 
Q Was it ever explained to you why there was 
a practice of being careful not to let financial 
details of member firms conditions escape? 
A I don't remember a specific briefing, but 
just the nature of our work would make it confidential. 


Q Are you aware whether that kind of confiden-'. 


tiality is maintained by other regulatory organizations 


who review brokerage firms? 

A z am sure that you would have a qreat deal 
of trouble getting any information out of any requlatory 
authority, with the exception, the only thina I can think 
of is that the Securities and Exchange Commission files, 
I think, a person could go in and look at part one of 
the questionnaire that was filed with them, and that's 
about the only thing I know of that would be open to the 
public. 

9 That is a public record, I ~uppose, at the 
Securities and Exchange Commission? 

A Yes. 

Q But not parts two ont three? 

A Parts two and three i don't believe are 
available. 

Q In your work as you went cout visiting member 


firms, did you ever meet any SFC examiners visiting the 
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Same member firm? 

A Yes, I am sure I have. I don't remember 
specific cases. 

Q I take it you are aware that the SEC did 
have examiners that did visit member firms? 

A That’s correct, yes. 

Q If you would, Mr. McElroy, I would like 
you tu take a look at Exhibits 22, 24A and 25. 

22 is the outline report for your examiner's 
report. 24A is a handwritten memorandum with some 
computations, capital ratios. Also t7«e a look at 
25, which is a short report about McDo ell & Company. 

My question to you is, were 22, 24A and 25, 
drafts or outlines or preliminary material which ali 
became incorporated to the extent relevant in Exhibit 28, 
which is your full-blown report? 

MR. BEEBE: Objection, your Honor. That is 


leading, and I think the documents speak for themselves 


as to what's incorporated and what's relevant in one 


document and the other document. I particularly object 
to the word “relevant.” 
THE COURT: Let me hear the question back. 
(Question read) 


THE COURT: I will sustain the objection ‘s 


McElroy-cross 


Q Mr. McElroy, were Exhibits 22, 24A and 


25, preliminary efforts by you which efforts serve as 
the basis and became incorporated in Exhibit 28, your 
full-blown report? 

A 22, I would say, that is correct. 

25 is a complementary report issved at the 
same time and is more or less a summary of the full-blown 
report. 

24A, in looking at it, it would appear to me 
certainly contains some of the information that is in 
the report, but not having looked at the report in a qocd 
many years <7 sm not really sure. I notice that the 
handwritten memorandum, which is 24A, talks about a conver- 
sation of April 17. And we are talking about net 
capital at March 27. 

I'm not sure whether my report went into 
March 27 iantaid oe Sa That is the reason I am 
hesitant on that one particular exhibit. 

6) Do you know when yeu prepared Exhibit.22, which 
is the outline? 

A Y couldn't agive you an exact date. The end 
of March, approximately, sir. 


Q Do you know when you prepared Exhibit 24A, 
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which is your handwritten two-page memorandum? 


A No, except to say that it would have to be 


Ee 


I april 17, or afterwards. Probably after April 17. 

Q How do you know that, sir? 

A Because of the reference to the phone conver- 
5 sation of April 17. So that it would have to be prepared 
on or after that date. 

Q As a matter of practice, does your examiner's 
report on a visit reflect all of the pertinent findings 
which you as an examiner make during the course of your 
examination? 

A Yes, sir. 

Q And did you follow that practice when you 
prepared Exhibit 28? 

A Yes, I did. 

Q Take a lek at Exhibit 28, Mr. McElroy. That 
contains, if my count is correct, five different capital 


ratios for McDonnell & Company. 


Can you tell me whether they are all of the 


same date? 

A I was going to say, it starts out with the 
October 31 ratio. 

Q How many ratios do you compute for that date? 


A There are two ratios shown. 3565, which 


mar McElroy-cross 758 
includes the charge for short security differences, and 
then 2512, which is the same ratio except amended not 
to include that charge for short circuit differences. 


Q You have following that ratios for another 


A Then we go to January 30 of 1969, and there 
is a capital computation which is prepared from the 
analysis of the January 30 financial questionnaire which 


reflects 3825, and then as of the same date, without the 


charge for short security differences, there is a ratio 


of 2981. 

And then there are several, two subsequent 
capital positions, ne for January 39 of 1969, based 
on other subsequent information from my findings. 

Q Before this period of the paperwork crunch, 
Mr. McElroy, was it usual to have this many computations 
of capital ratios a ce examiner's report? 

A No, there would only be one. 

Q What created the need for five computations 
of ratios in and about April of 1969? 

A Well, what had happened is that we were 
running into problems we had never run into before, or 
had rarely run into before, because of the paperwork 


crunch. For instance, the number of short security 
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differences became -- well, it used to be there were 
_Practically none, there would be no short security 
Phi tterences. The auditors would be able to clean those 
up before they would complete the audit. 
Now we were running into, in the case of the 
October audit, short security differences of $1,345,000. 
This was certain’y something that we just hadn't been 
i ceessoned to finding, and so as we said, I think on 
Friday, there were differences of opinion as to how 
te treat these matters 


Q You said that the auditors had n been able 


to clean up the security differences. 


=A That's right. 


Q Let's explore that a little more to try to 


make it clear exactly where securities difference 


: SPRL TTT ET RTT EN TOE LE ET PT ENE ATS ENE EN LG EAE NEP HET SET 


comes from and what you do when you find one. 


Could you tell us the answer to those 


questions? 


A Well, we had -- I think I mentioned before -- 
two kinds, two classifications, of differences, long 
differences and short differences. 

Long differences would occur when te 
accountants who were counting the securities extablished 


the fact that there was a security under the control of 
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the firm, but they couldn't identify to whom it belonged, 
so they had a security, they didn't know who it belonged 
to, but it was in the possession of the company. 

The reverse would be where they had a 
customer -- it wouldn't have to be a custoiner, but that 
would be the most common situation -- a customer who was 
supposed to have a particular stock and when they went 
through their routine of counting and confirming 
securities at other locations they couldn't identify 
that this security existed in any of those locations, 
and that would be a short security difference. 


We looked on those as more dangerous to the 


firm, because if they owed it to the customer and didn't 


have ii they would have to go out and buy it and it 
would cost them money. 
Now, when it comes to clearing up these 

aifferences -- 

Q Let me stop you just for a minute, Mr. 
McElroy. 

A Yes. 

9 Do I understand you correctly that the 
dif erence is discovered etter the auditors count the 
securities oe compare whet they found with what the 


record shows they ought to find? 
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A That's correct. They would count or 
ae confirm -- count the securities that were on the 
J broker's premises, or confirm t:sse which were due 
them from some other source, and compare that to the 
records, and then they would also -- well, the record 
would reflect who owned those securities, whether they 
belonged to the broker's customer or some other broker 
a4 that he owed them to. 
When this cet oictain didn't jibe that's when 
we would say: we had a difference. 
Q As a matter of practice, would the auditors 
make a list of security differences? 
A Yes. 


Q What would they then set about to do with the 


® list? 


A - Then, once having established that there 


were differences, they would work with the employees 
@ of the firm that they were auditing in an attempt to 
establish exactly what the sitvation was, and it could 
>. EE any one of a number of chine, It could be a 
f question of an improper description, it might be that 
the customer owned common stock of a particular company 


and their records reflected that they held preferred, 


Aj and it would be a question of establishing which was the 
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correct record and adjusting it. 
That is a simple illustration. 

Q As they went about this research process, 
would they eliminate from their list of differences 
some differences? 

A Yes. As they were able to establish 

what corrections should be made the client would put the 
cin through on its records, bringing the records 
into line with the true situation. 


This process would go on during the course 


plus the time of -- the additional time of any extensions» 
so that whereas on the initial day of the audit, when the 


differences were established, they might be five or six 


of the audit, which I believe we mentioned was 45 days, a 


million dollars, and by'the: time the audit was completed 
they weuld be reduced to whatever figures the auditors 
finally reported. 

Q Throygh research? 

A Through research. This was true at all 
audits and it probably was true hefore the paper work 
crunch, except there were fewer differences and they were 
much more easily resoleved. 

Q What would happen to the list of differences 


that remained a t the end of the audit? Would anybody 
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continue the research on those differences? 

A Definitely. When the auditors had finished, 
and their time ran out, and they had to make their 
report, if there were still unresolved differences 
the employees of the firm themselves, the brokerage 
firm, would continue to work to try t6 resolve these 
differences. That was at this time, at 1969, that 
<P be a continuing ongoing situation in many firms. 

Q Do yon know whether McDonnell & Company 
continued to do ca on securities differences that 
were reported at the end of the Lybrand audit? 

A Yes, they did. 

Q Were they doing that while you were on the 
premises? 

A Yes, they were. 

Q Were they reducing the list of differences? 

A Yes, ome were. 

Q Are securities differences sometimes 
referred to as stock record differences? 

A That's correct. 


Is that term interchangeable? 


Yes, I helieve you can interchange those 


You testified on the first day of your 


mdr McElroy-cross 764 
examination by Mr. Beebe that you knew of one firm that 
developed serious trouble almost instantaneously when 


they attempted to convert from a manual or machine 


record keeping system to a computer record-keeping 


system. 
Do you recall that testimony? 
Yes, I do. 
Do you recall the name of that firm? 


Yes, I do. The name of the firm was Emmett 


Are they still in business today, sir? 
No. They went into liquidation in 


December of 1969. 
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Q Do you know of any other firms that established 
or encountered severe problems when they tried to convert 
from cither 2 manual or machine type record keeping system 
to a conputer system in or about May, 1969, 1970? 

A Yes. coneastinn was always difficult, and I 
think firms had problems of that nature at many periods of 
time. However, they were agyravated at this pcriod of time 
because of the high volume of business, and I am sure 
there are quite a few firms that ran into the problem of 
conversion. 

I know of firsthand experience of another firm 


that went cut of business in 1970. That was Fewes,, 


s Schmelsky & Company. I wouldn't want to try to spell that. 


But they converted to a new computer service and ran into 
a let of difficulties, and never properly resolved them. 

Q Do you know the computer record system that 
McDonnell & Company was attempting to convert to at this 
time? | 

A The computer system that they were attempting 
to convert to, I don’t know whether it had a name. It 
was being developed for McDonnell by a firm called Data 
Architects. I believe that is the name of the firm that 


was attempting to make this conversion. 


Q When you say being develeped, can you tell us 


* 
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what you mean by that? 

A Well, they weren't make the equipment. The 
equipment itself would ,be purchased from one of the normal 
onictaieiant: manufacturers, such as IBM, Burroughs, or Ccatrol 
Data, but the actual devising of the plan that the brokerage 
firm would use was being worked upon by the firm Data 
Architects. They would set up a program which the da*, 
processing people would follow in entering entries into 


the records of McDonnell & Company. I believe it was also 
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involvea with the communications equipment, trying to get. 
quicker entry of the information into the computer service. 
Q Do you recall the name of the cconputer system 
thatEmnett Baker was attempting to convert (0? 
MR. BEEBE: Objection. 
THE COURT: This gets pretty Car stield. 


Q I was tryang to develop whether thcy were the same Bs 


afc McDonrsll's or not? 


ementisee agate: 
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A No. 
THE COURT: There is your answer. Go ahead. 
Q Do you know of any ficms which had serious proble 
in their conversation and overcame then? 
A Yes, I certainly can answer you that. Thomson 
McKinnon had a conversion problem several years prior to 
this. I don’t know the exact year, but I would say 
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approximately 1965 or ‘66. And they are still around 
today and bigger and streager than ever. 

Q Any other firms have the same problem and still 
around today bigger and stronger than ever? 

MR. BEEBE: Objection to relevance. 

THE CQUR’: Yes. 

MR. BROOKS: I will move along, your Honor. 

Q Let's go through quickly, Mr. McElroy, the 
exhibits that Mr. Beebe intrcduced on Friday, beginning 
with number 20, 

That I believe you identified as a comment 
letter from Lybrand, Ross to McDonnell & Company. Do you 
, have that before you, siz? 

A Yes, I do. 

- Q There is a capital ratio show on that first page. 
Does that ratio speak as of any part: cular date? 

A Yes. This ratio would be as of the audit date 
of October 31, 1968. 

Q What's the date of Exhibit 20, sir? 

A March 12, 1969. 


Q Turn over to page 2. Does the comment letter 


mm of Lybrand provide any information as to whether the ratio 


that was given on page 1 for October 31, 1968, has been 


improved? 
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A Yes. It says "Subsequent to October 31, 1968, 
and through February 8, 1969, the corporation's capital 
was expanded by a net increase in subordinated borrowings 
by approximately $1,300,000 and a net increase in capital 
stock of approximately $1,600,000. It is our under- 
standing that based upon these increases in capital and 
upon other steps taken to increase capital as calculated 
pa the requirements of the exchange, officials of the 
exchange have indicated that they do not consider the 
corporation to be in violation of Rule 325." 

Q Take a look at Exhibit J, which is the pamphle* 
and financial statement, ~. elon: Tell me whether you 
can find essentially that same information which you 
have just read in a note in Exhibit J? 


A Unde .note it says “subsequent” -- well, it says 


of $1,300,000 resulting from the sale of additional shares 


of capital stock,-and an increase in subordinated bcrrowings 


of $1,600,000 in order to provide capital as required under 


the regulations of the New york Stock Exchange. Based upon 
discussions with officials of the exchange as a result of 
these increases in capital and othe steps the corporation 
currently meets the exchange's capital requirements." 

So that is approximately the same. 
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Q Mr. McElroy, take a look at Exhibit 22 now, which * 
” is the outline for your report H. Do you see the first paje | 
? there you computed a ratio for January 30th of 3,825 per cen 

under certain circumstances? ‘ 


A Yes. 


Q And there follows a computation as of the same 


A Yes. 

Q Those are of the same date, are they not? 

A That's correct. | 
Q How do you account for the difference between | 
Mr. Rome's computation and your computation? ; 


A Well, the differences are described in item 3. 


j 
date by Mr. Roma of 1,886 per cent? | 
| 
{ 


Substantiaily, there are three items which Mr. Rome's com- 
putation did not include as charges. Me is the charge 
for unlocated shorts of $875,000, one is a charge for 
short dividends of $1,327,000, and the third item is a 
charge for tax claims of $700,000. 
Q Take a look at the two notes down at the bottom 
of page l, particularly note 2, which reads “Subject to 
We discussion,” an sbhteviation I assume meaning McDonell" 
wants to have offset versus audit shorts diff." 
Who did you mean when you wrote the note it would 


be subject to discussion with? 


770 
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A With the exchange officials, I would presume. 
MCD would be Murray McDonnell, or McDonnell & 
Company peopie. : 
Q You contemplated there would be discussions 
between exchange officials and McDonnell officials? 
A That's right. 


Q Did those discussions that you contemplated 


concern same treatment in the capital computation which 


was not altogether clear to you or McDonnell 2+ this time? 
A Yes. Where we are referring to long and short 


differences, and their desire to offset the two, long 


and short differences. Note 2 is referring to errors in 


computing longs and shorts in question 10. 
Q Take a lock at note 3 which reads “In part, 
subject to question of what's current and what dees NYSE” 


and I assume that means the stock exchange -— “allow”, . 


A Yes. That's right. That is referring to dividend: 


Q I take it there was some doubt in the minds of 
both parties about that quastion when you wrote this note? 


A Yes. 


MR. NEEBE: Objection as to what was in other 


people's minds, 


MR. BROOKS: One of the minds was Mr. McElroy's. 


MR. BEEBE: That's okay. 
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THE COURT: Sustained on that ground. 

Q Did you have same doubt when ycu wrote that note 
as to what the exchange does or dces not allow? 

A Yes, I am sure I did. 

Q Were you discussing that subject with of ficials 
of the McDonnell & Company? 

A That's correct. 

Q Did they indicate to you that they had some doubt? 

A Yes. 

Q Look at Exhibit 24A, your handwritten notes 
referring to a phone conversation of April 17th, particularl 
the second page, the rext to last paragraph, the last 

entencu, where it says-- 

A “Also, it is my belief thai only an audit could 
G@isclose an accurate position.“ 

Q What did you mean by that, sir? 

A Well, my feeling was that sinceve did not do 
a 100 per cent check on everything that existed at the 
firm as of a given date we couldn't reach a 100 per cent 
@efinite conclusion. If you had an audit, as I described 
before, where all the securities are counted and all the 
cash is confirmed, the customers’ accounts are confirmed, 


and so forth, a canplete check cn everything, you would 


establish more accurately what the true condition of the 


McE lr oy-—cross 


Q Is that true as a general proposition when an 
examiner makes a report? 

A It certainly was at this time. 

Q With other firms as well? 

A Yes, not just with McDonneil. 


Q Let's take a look at ymr final report, Exhibit 28 


particularly page 6. Do you see that string of capital 


computations there, beginning with November 4, 1968, and 
ending on January 20, 19659? 

A Yes, I do. 

Q Whose ccmputations are those? 

I will have to read this over for a minute. 
(Pause). 

They are computations made by the firn. 

Of McDonnell & Co.? 

A Right. 

Q When is.the Zirst time that McDonnell & Co, 
reports that its ratio exceeds the limit which we have 
discussed a few thousand per cent? 

A That is January 13th of 1969, 

Q Take a look at page 8, Mr. McElroy. The second 
paragraph in the section numbered 3, where it reads"The 


review of the books and records disclose that the records 
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are currently posted, with the exception of the transfer 
pesting in the margin part.“ 
What did you mean by the records being currently 

posted with that excepticn? 
: A What I meant was that there was no lag in getting 
the entries onto the books. In other words, at the end 

of the given day 211 the day's work was processed and 

~~ into the data processins system so that the following 
morning you would have the paper results of the previous 
day's business. I don't know whether that is clear, but — 
any given day in any kind of a business, why, you. ar drawing | 


checks and receiving cash in and making all kinds of entries, 


into the data processing system at the end of the day 


| 
yw What I meant here was that that information was processed | 
| 


so that by the following morning it was into the books. 

Q Take a look at page 10, paragraph 5. It says 
“The consulting firm of Leinhardt & Sullivan has been retained 
and is working on-a review of the operations in the cage, 
in an effort to improve on the corporations' record keeping 
Sand operations.“ 

Was that a personal observation that you made 

while you were in: sir? 

A Yes. I remember talking to somebedy from that firm 


Q Did you know of that firm? 


mah 10 McE lroy-cross 

A No, i had no knowledge of them, and I don't 
even recall now how I found out that they were there. 

Q Did they have personnel there wrile you were 
there? 

AB Yes. I couldn't give you an estimate as to whether 


it was one or two or six, but I believe they were coming up 


from Philadelphia or Balsimore, or something Like that. a 
: don't remember exactly where. | | 

Q Take a look at Exhibit 27, Mr. McElroy, page 2. 
That is the memorandum you identified as being a memorandum 5. 
on the June 25, 1969, meeting between exchange officials ats 
and McDonnell:&:Co. officiais. : 
~ | 


A Dated June 25th, yes, all right. 


| 
| 

i 
| 

| 
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Page 2. 


Q There is a list there of four steps that Mr. 


, 


T. Murray McDonnell says have been taken or that he is 
Sbuueed to take to increase capital. Do you see those, sir? 
re Yer, i dao. 
Did you discuss any of those steps in the hintent | 
A I can only say that I imagine so. I really don't | 
recall. They are typical of the steps that would be taken 
at that time. 
Q You mean the exchange had proposed or worked with 
other firms to handle similar problems by similar steps? 
A That's right, yes. | 
Q On the top of the page 3 the memo reports that 
Rr. McDonnell was objecting to any restriction of the firm's 
rights business because that was a profitable business and 
had brought in over a million dollars so far in this year 
of 1969. Is that the conflict that you were referring to 
befor: in your testimony between restrictions and the need 
es the firm to maintain its profitability? 
A This would be ae example of it, yes. 
Q . Can you tell me what the competing values are 
involved in restrictions versus continuing profitahbi lity? 


1 a eaaiiiiinn 
A Weil, if you eliminate a profitable portion of Are cory ‘i 
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a firm's operation, you are certainly going to hurt 
the firm in that profits improve capital. Lack of profits 
would have the opposite effect. But on the other hand, you 
have the problem of if you allow certain phases of the ~ 
oferation to continue you might, on the other hand, be 
aggravating record keeping problems or at le2st increasing 
capital requirements by the tyre of operation that weed sere 
sawaued in. 

For instance, in the rights business it involved 
the purchase of rights and this investment would result in 


a capital harge to the firm for haircut of securities. 
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Haircut is our jargon for a penalty against capital for 

the ownership of securities, For instance, if a firm had 
$1,000,000 worth of common stock in its inventory, we 

would requira, and data did require, that 30 per cent 

or $300,000 would be a charge against capital, if they 

had and sell those securities, there might be a decline 

in the market and.they wouldn't realize the full $1,000,000, 


We had various schedules of haircuts depending on the type 


of security that was involved. 
For instance, a U.S. government Treasury bill 


would generally have no haircut because it was so Gasily 


convertible to cash, 


Q Who at the exchange made at this time these 
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judgments as to whether a particular mstriction of the 
| particular firm would help or would hurt that firm in 
_ respect to the problem you were working on with the firm? 
| MR. BEEBE: Objection. I don't see that as a 
judgmental matter of whether or not you enforce the rules. 
: MR. BROOKS: I don't think that is the question. 
THE COURT: Overruled, 
Q Can you answer that? 
A There was a committee that we had mentioned 


‘earlie’.. The exact makeup of the committee, you know, was 


‘I would only guess if I were to try to mantion names. 
Q Do you know that the committee was composed of 
officers or employees of the exchange? 
A It mzy’ have had officers of the exchange cn it. 
MR. BROOKS: I have no further questions. 


THE COURT: All right. 


| 
| 
not my business to really know about. I don't think I ag 
| 
! 


MR. STEIN: I have no questions of this witness, 
your Honor. 
MR. LOFLIN: I have no questions. 


THE COURT: Redirect. 
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Q Sir, starting with the last area you were 


examined about, the question of whether or not competing 


values come into play when the issue of restrictions is 
raised, yesterday you testified that there was a series 
of proposed restrictions considered at one point. I 
think it was the April 2 meeting. Do you remember that? 

A ' I think in one of those exhibits there was a 
list of such possible restrictions, yes. 

‘@) One of them I asked you about was knowledge- 
ability letters. 

A Yes. 

9: And how they fit into the restriction 
process. Based on your testimony just now, what 
competing value do knowledgeability letters receive or 
respond to? 

MR. BROOKS: I believe the witness has 
testified that he did not have any firsthand knowledge 
of knowledgeability letters when Mr. Beebe asked him 
about it before. 

MR. BEEBE: I am trying to probe a little 
deeper, your Honor, based on the testimony. 

THE COURT: Overruled. 

Whatwas the question aaain? 


THE COURT: Read it back. 
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(Question read) 

A Well, I‘m not sure that I'll give you a 
good answer on that. When a firm is having any kind 
of financial difficulty, and perhaps not even if it's 
having financial difficulty, just if it wants to expand 


it would have to increase it's capital and it would qo out 


' and seek people who would be willing to make an investment 


in the firm. 
Now, a knowledgeability letter was a letter 
which the prospective investor would have to sign 
| indicating that he is aware of the financial condition 
: of the firm in which he is going to put money and he 
still intends to give the money into it and he would not 
hold the stock exchange responsible. 
Q But you are not able to tie it in any closer 
to restrictions? 
A No. I wouldn't have necessarily put that 
'aS a restriction.so much boniese Zt isnt A restriction on 
the firm's business. It's just an additional step 
that was taken at that time because of the firm's 
problems, 
THE COURT: Are you going to he extensive 
|with this redirect? 


MR. BEEBE: Yes, reasonably. 


McElroy-redirect 780 

THE COURT: We will take our recess now. 

I want to canvass everybody at this point. 
This courtroom is apparently situated on or adjacent to 
the construction of some central air conditioning. 
You heard some noises on that. On the other hand, I 


don't want everybody to fall asleep because we have a 


stuffy courtroom. 


Now, should we try having the windows opened 
and everybody try to work through some of: the noises 
that we have heard from time to time, or shall we leave 
them closed and run the risk of somnolescence from time 
to time? 
MR. BEEBE: I would vote for opening them. 
THE COURT: Is that agreeable? 
(The jury indicates in the affirmative.) 
THE COURT: Very well. We will do that when 
we come back from recess. 
(Recess) 
(In open court; jury present) 
BY MR.) BEEBE: 
10) Just before the recess we were talking about 
knowledgeability letters. As I recall, a knowlec jeability 
letter is a document that the brokerage house obt:eins 


from someone who is a potential capital investor; is 
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that right? 

A That is correct. 

0 Is one effect of a knowledqeability letter to 
encourage the potential capital investor to look closely 
at the financial and other condition of the brokerage 


house? 


MR. BROOKS: Object to the question. 


THE COURT: Well, this calls for a matter 

of opinion. 
I believe he testified 

what the purpose of it was. 

THE COURT: Well, then you have the answer. 

MR. BROOKS: He testified he didn't have 
too much firsthand knowledge about these things either, 
Your Honor. 


THE COURT: Sustained. 


McElroy-redirect 

fe) Mr. McElroy, in your final report dated 
April 24, 1969, whether the short form or the long form, 
you gave certain figures for the net capital ratio, and 
as you said, the short form was a summary of the long 
form essentially, is that right? 

A That's correct. 

Q By that time -- let me pull back a little. 


In your outline of report, which Mr. Brooks 


examined you about this morning, which is Fxhibit 22, at 


this trial, you testified that some things were subject 
to discussion. I think you referred particularly to 
errors in reporting longs and shorts. 

By the time you had reached your final 
report, had you made conclusions, final conclusions, at 
the examiner's level as to the -- you seem to be looking 
for an exhibit. 

A Go on. 

Q ~~ final determination at the examiner's 
level as to what the net capital ratio was based on 
different assumptions? 

A That's correct. 

QO As I remember from Friday's testimony, one 
of those figures -- and I am quoting from Exhibit 25, 


which is the short form report -- “After revision for 
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questionnaire errors and adjustment: was 5,525 per 
cent. Is that right? 

A That's correct. 

Q This morning Mr. Brooks asked you ahout 
conversions of record-keeping methods by using computers; 
and you mentioned two companies that you were aware of 
who had gone out of business after attempting to 
convert. One of them I think you asked not to be held 
to the pronunciation and I just did my best. I have 
down as Fewes, Schmelsky. 

A That's as close as I come to it. 
tiognt. 

Q When did they make their attempt to convert? 
When did they start to attempt to convert? 

A I am not sure of the date. Late 1968, 
early '69. Somewhere through there. I am quessingq. 

I am not 100 per cent sure of that date. 

Q After they made their attempt, did the ex- 

change -~ were you involved in their net capital 


computations after that time? 


A No, I was not. 


Q So you wouldn't have firsthand knowledge? 
A No, my knowledae came at the time of their 


going out of business. 
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Q Then let's turn to Emmett Baker. When did 
they make their conversion attempt start? 
A It was, I believe, at the end of October 1968. 
Q And were you involved in the computations 
of their net capital after that date? 
A No, I was not. I didn't go over there until 
late 1969. 
Q You mentioned this morning the paperwork 
crunch, and you were talking in general terms about its 
effect on the industry. How many brokerace houses 
were in operation in the stock exchange in 19698-1969? 
A Stock exchange member firms? 
OQ Yes, New York Stock Exchange member firms. 
A The .igure was over 600, I believe. 620, 
630, something like that. 
Q Were they all having the same kind of 
difficulties as extensive as McDonnell & Company? 
MR. BROOKS: I object to the question, 
your Honor. 
THE COURT: Tt's a little broad in form. 
Sustained. 
Q Let me ask you this, Mr. McElroy. How many 
of those companies actually went out of business? 


MR. BROOKS: I object to the question 
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unless Mr. Beebe tells us by when they went out of 
business, by day, or by the end of 1969. 
MR. BEEBE: I was thinking in terms of 
as a result of the paper crunch. 
MR. BROOKS: Then I object to the question 


on the ground he is asking for a conclusion. There is 


no foundation that he can draw it. 


THE COURT: Can you? 
THE WITNESS: I don't know the number. 

Q You mentioned, I believe in the beginning of 
your testimony yesterday, that there were a number of 
firms that you were involved in the examination of 
“during this period. 

When you went into McDonnell & Company in 
February of 1969, was that the firm that you were 
particularly working on during that period from February 
to April? 


I worked on no other firm during that 


One at a time? 
One at a time, yes. 
Q This morning you said that, in the jargon of 
your group when people were examining the questionnaires 


they were known as being on the rock pile? 


McFElroy~redirect 
That's right. 
Did they examine the audited questionnaires? 

A Yes. The procedure was the same whether 
it was audited or regular. 

ra) What were you looking for when you were 
examining either the audited or unaudited? 

A We were making a capital computation from 
the figures that were submitted. That was our primary 
objective. 

QO I see. 

A And making notations such as would appear 
on Exhibit AA. 

2) This was this three-page white sheet, I 
believe you called it? 

A Yes, that's right. That was more or less 
the final product. 

Q The finalwhat? 

A The final product of our analysis. 

Q This was the one that found that based on the 
Lybrand figures of October 31 the net capital computation 
was 3,992 per cent, is that riqht? 

A That's correct. 

Q This was in January of 1969, right? 


That's when it was prepared, I think. That's 
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correct. 

Q You mentioned seeing SEC examiners sometimes 
when you were on your tours of duty 

Did you see anyin McDonnell & Company 
between February and April of 1969? 

A I don't remember seeing any. 
Q With regard to the audit, do you have 
Exhibit S in front of you? 

While you are looking for that, I would like 
to offer in evidence a document which is a letter and 
some attachments dated February 6, 1969, from Thomas 
McKay, McDonnell & Company, Inc., to Mr. Etro, of the 

; Givision of finance in the New York Stock Exchanq2. 
MR. BROOKS: No objection. 
(Plaintiffs' Exhibit 10 was received in 
evidence) 
Q Mr. McElroy, could you turn to schedule 13, 


page 1, that Mr., Brooks from the stock exchanae was asking 


about this morning? 
A Yes. 
Q That shows on it, does it not, as of October 


31, 19t8, Anna McDonnell had roughly a half million 


dollars ina subordinated account at McDonnell & Company, 


is that correct? 


McElroy-redirect 
That is correct. 
Turning to Exhibit 10, which was just 
marked, could I just read this and then ask a question 
about it? This is from McDonnell & Company to the stock 
exchange. 


“we wish to advise that on January 30, 1969, 


Mrs. Anna M. McDonnell, subordinated lender under agree- 


ment dated December 30, 1966, and Mrs. Marjorie F. 
McDonnell, subordinated lender under agreement dated 
July 2, 1968, deposited additional securities into 
their subordinated accounts. The current securities 
deposited into each subordinated account are set forth 
in the attached schedules A and B." 

Turning, if you will, to Schedule A -- 

MR. ‘BROOKS: May I ask the date of the 
letter be read while Mr. Beebe is still on the first 
page. 

THE COURT: Surely. 

MR. BEEBE: It's February 6, 1969. I believe 
I had identified it. 

Q Turning te Schedule A, if you will, sir, 
that is listed as the Anna M. McDonnell securities 
Geposited on January 30, 1969. That totals $1,136,425. 


When you take the amount that was in the 
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mdr McElroy-redirect 789 
account, Sir, on October 31,1968, $555) 546.) "and vou 

add the amount that is deposited on January 30, 1969, 
$1,136,425, am I correct that as of that date Mrs. 
McDonnell's subordinated account in the firm was, without 
adding up precisely, in the neighborhood of $1,600,000? 
And I will make one assumption, that the October 30, 1969 
account retained roughly the same value. 


Is that right? 


A Yes, that would be correct. 


Q While we are in there, if you will turn to 
Exhibit S, the audit, will yu please turn to footnote 
one, which is on page I-10, on which you were examined 

_ yesterday ~- I would like to read the last part of that 
footnete one and ask you to tell the jury what it 
means: 

"Although the amount of the losses, if any, 

which may be sustained as a result of the resolution — 
of these matters.cannot be determined at this time, the 
calculation of capital required hy the rules of the 

" New York Stock Exchange would require full provision 
for the unlocated securities ($1,345,868) and non-current 
dividends receivahle ($872,491) reflected in question 13, 
and for the deficits ($1,049,862) in customers' accounts 


reflected in question 6C and D, were no credit being 


mdr McFlroy-redirect 790 
given for the value of securities, $9,252,538, as to which 
ownership is not known; the result of such provision 
would be that the corporation would not meet the capital 
requirements of the New York Stock Exchange." 

Could you tell the jury what that meant? 


MR. BROOKS: I object to the question, 


your Honor. What it means is what it says. It's written 


by someone other than Mr. McElroy. The gentleman who 
wrote was deposed in this action. If Mr. Beehe wants 
to know anything further about what it says he ought to 
call the partner in charge. 

THE COURT: It seems to me the exhibit 
speaks for itself. 

MR. BEEBE: If I could understand that 
without reading it seven times I wouldn*c feel compelled 
to ask the witness, who has been examined abou‘ this 
very document, to translate it into plain English. 

THE COURT: He is not the author. 

MR. BEEBE: He was examined about it and 
it is in his area of direct expertise. It's a document 
that he worked with extensively. 

MR. BROOKS: Your Honor, he wasn't asked 
to interpret the language. He was asked to find a 
certain figure and tell us whether there was certain 


information reflecte.: in this. 
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| 
| 
THE COURT: I sustain the objection. | 
Q Mr. McElroy, when you turn then to the covering | 
report dated January 2, 1969, which is found at I-l, in ; 
| 

and a possible loss for unloceted securities there is a fira 

sentence in that paragraph “McDonnell & Company, Incorpora-- 


ted, is continuing its efforts to determine the cause of 


the second paragraph after referring to security differences | | 
} 


differences in order to make appropriate adjustments. 


corporation's net capital as defined by the regulations 


of the New York Stock Exchanges.” 


Note L was tha one we just read. My question is: ' 


Lt 
Reference is made also to note l, with respect to the | | 
| 
i { 


r) 


~ you were asked about clean certificates at one point in 
your cross-examination. Is this a “clean certificate’? | 
A I would say it is not. | 
Q Could you explain to the jury why, in what ae | 
‘ Po 
it is not clean? | , | 
A Because. of the information which Mr. Beebe | 
just read in the second paragraph. In the third paragraph | 
the auditors state "Except for the effect of the resolution 
of the matters referred to in the preceding paragraph.“ 
Q And “except for" language is very important, 


4gn‘t it? 


A That's right. It is an exception. 


McE Lroy-redirect 
Q What was the nature of the exception they were 
carving out of the letter? 


THE COURT: Isn't that in the letter? 


your Henor, in the letter. 

MR. BROOKS: I think it is or Messrs. Lybrand 
Ross Bros. are in trouble. 

MR. BEEBE: That may be, your Honor. 

The letter says -- 


THE CCORT: Wait a minute, Mr. McElroy. If you 


MR. BEEBE: I dea't think it is explained at all, | 
1 
| 


are just going to read the letter the letter is in evidence. | 
TF you are aware of something that goes beyond the letter | 
that is part of the exception that is another matter. | 
Q What was the exception they were carving out? | 

THE CGURT: The letter speaks for itself. 

MR. BEEBE: May I read from the last paragraph, | 

. ! 


your Honor? 


MR. BEEBE: Except for the effect that the 


THE COURT: You maye | 
resolution of the matters referred to in tha preceding | 


Se 


paragraph, the accompanying answers tb financial questionna 
present fairly" -- and so on. 
Q That was the exception, wasn't it? 


A Yes. 
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McE lroy-redirect 
Q Take Exhibit J for a moment. There was soma 


m™ testimony comparing Exhibit 2 and 7. 
MR. BEEBE: Mr. Brooks, do you have the Exhibit Z 
you passed out to the jury? The other day. 


MR. BROOKS: No, T don't. Mr. McElroy has the 


| 
| 
| 
| 
original. | 
Q You testified at page 720and 721 on cross- | 
ediesbden last Friday -- "Well, Exhibit J is a means of | 
informing the clients of the brokerage firm of the condition| 
of the brokerage firm as of that given date." | 
And just before that you testified: 
"OQ Is the statement of financial condition” -- that 
vw is, Exhibit J -- “the product of the same audit?" 
Exhibit Z? : 


"A Yes. 


") And it is rendered as of the sam date? 


"Q And if I understand you ccrrectly, the bottom line 
ought to be the same or there is a problem, is that correct? 
“A That's correct. Yes, sir." 


Is the report that is attached to Exhibit J, 


i 
| 
| 
| 
| 
| 
| 

"A As of the sam date, right. | 
i 
| 
| 
| 
| 


the bottom report by the auditors, a clean auditor's letter? 
A After the date there it says “Except as to the 


notes to the statement of financial condition with respect to 


mdh4 ' McElroy-redirect 
which the date is February 6, 1969." And at the moment 
I don't know exactly what that is referring to. Without 
knowing that, I would have to say that that would appear 
to be some kind of an exception. 
Q ° That's an exception as to date. Let's take 
that a little slowly, because I think thet is just an 
exception as to the date. Let's see if wa can clear that up. 
, MR. BROOKS: I object to counsel's comment. 
THE COURT: Counsel's comments are not evidence, 
ladies and gentlemen. Dis’egard them. | 
Didn't we have some evidence on Friday as to 1 
whether Exhibit J was a clean opinion or not? | 
MR. BROOKS : I believe there was, and it seems to 


me Mr. McElroy said the same thing he did now except as to 


THE COURT: Let's go ahead on the basis he has 
already said it is not a clean certification. 
Q Mr. McElroy, does the word other than where it 
appears there in the date -- let me read that for you 
and the jury and see if I can ask you something about it, 


The bottom of the exhibit reads "New York, January 12, 1969. 


LOTT i a ea an A Ol 


(except as to the note to the statement of financial 


the deposition. 
MR. BEEBE: That's what I am trying to straighten 
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condition with respect to which the date is February 6,1969)" 
Am I correct that the note is the note up here 
under the statement of financial condition, of which there 
are two footnotes? Isn't that what they are referring to, sir 
A It could be. 
Q And what they are saying is that they updated 
the information up through February 6, 1969, that is in thos¢ 
footnotes, isn't that right? 


A Yes, you could be right about that. 


Q There is no exception, is there, in Exhibit J 


just read to you “except for the effect of the resolution 
| of matters referred to in the preceding paragraph". 
A Thats rights 


Q Now, is there any reference in Exhibit J to the 


| 

| 

that is anything like the exception in Exhibit Z, which I | 
{ 

| 

| 

| 

| 


fact that in the January 12th report they had given an unclea 
letter? 

A The note states “Based upon ‘discussion with 
officials of the exchange as a result of these increases 
” in capital, and of other steps taken, the corporation 
currently meets the onchange ‘4 capital requirements." 

I think there is an inference there that without 

that they wouldn't meet capital requirements. 


Q There is nothing clearly stated, you are saying, 


? 


mah6 McE lroy-redirect 


but there is an inference, is that right? 

A It is not as definite as in Exhibit Z, that's 
correct. 

Q Your counsel introduced this morning a letter 
marked as Exhibit BB which appears to be a letter from 
McDonnell & Company to the exchange stating that exhibit-- 


well, there is no attachment to it, but it says that a 


copy of the statement of financial condition as of 


October 31, 1968, was mailed to customers of our firm with 
their statement for the menth of February, 1969." 

Let's take this a step at a time and apply it 
to the three plaintiffs that we have here. Do you know of 
anything that the stock exchange sent out to customers or 
is it public or in any way disseminated, or that McDonnell 
& Company sent out or disseminated to its customers or 
the public, that convayed the information, the essential 
information, that we have been talking about these past 
few days. 

MR. BROOKS: I object. 

THE CQURT: Sustained as to form, if nothing else. 

Q That conveyed the information contained in 

Exhibit Z to those people? 

MR. BROOKS: I object again, your Honor. 


THE COURT: H2 is just establishing the fact 
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Myhether he has any knowledge this was conveyed bayond 
he exchange. 
MR. BEEBE: That's correct. 
MR. BROOKS: It contains an assumption that ths 
information contained in Exhibit Z was timely as of the 
mdate Exhibit J was sent out. 
THE COURT: ‘The question only goes to whether 
na has any knowledge that the information in Exhibit 2 
was conveyed to the public in any way. Overruled. 

A Ho, I don't. 

Q And that would be whether as of the date -- 
starting from the date that the exchange received it, 
according to the docurent in Exhibit Z, January 15, 1959, 
or shortly thereafter, up to today, isn't that right? | 

A I don't know that anything was disseminated. 

Q Let's turn to J. | 

J, according to this Exhibit BB, was sent to | 
the customers with their statements of February, 1969. | 
When are the monthly statements sent out? Are they sent ot 
toward the beginning of the following month? | 
A Approximately. | 
Q If there is a paper work delay or something 
it might be later than that, is that true? 


A They could be delayed, yes. 


a 
¢ 
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McE lroy-redirect 
Q In any case, they certainly went sent out before 
March 3, 1969, the date of this letter BB? 
MR. BROOKS: I object to that. I think the inference 
is the other way. 
: THE COURT: Withdraw the question. 
MR. BEEBE: I will withdraw the question. 


Q You really personally don't know when they were 


sent out, do you? 


A No, I don't. 

Q Cne more question on note l, sir, in the 
Exhibit Z, which is located at -- do you have it? 

A Yes, at page I-10. 

Q Let's take that long sentence I read you and ask 
some specific questions about it. : 

The first part says “Although the amount of the 
losses, if any, which may be sustained as a result of the 
resolution of these matters cannot be determined at this 
time" -- what losses were these referring to? 

THE COURT: Is this the Lybrand report? 

MR, BROOKS: This is the same one we went through. 

THE COURT: I don't see how he can answer. This 
was not prepared by him, and asking for the interpretation 
of the language -- 


MR. BEEBE: Maybe I have confused it by going 
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mdh9 McElroy-redirect 
to something. I am not asking questions for his inter- 
pretation. I am simply asking what the specific references 


are to so that the jury can follow it, because this man was | 


ory Oe TTA patie CMa A ES wits ee. | 


examined extensively about this report, he did receive ix, 


‘and I don't see the calling a Lybrand witness to explain this 


is really -- 


THE COURT: Mc. Beebe, doasn’t this exhibit explain 
: what the various references in it are to, because I do 
‘think to the extent an exhibit speaks for itself, end 
certainly where it is not prepared by the witness, I don't 
‘see why wa should spend the time -- 

MR. BEEBE: Maybe I can shortcut it. I will ask 


ene question to try to put the whole thing to rest. 


McElroy-redirect 
Q This refers to, under the audit, of McDonnell 
& Company not meeting the capital requiremants of Rule 325 


of the exchange; is that right? 


MR. BROOKS: I make the same objection, your 


THE COURT: Let's see if wa can't solve this. 
I will overrule it. Go ahead, 
| Q That's the subject of this note l, isn't 2, six? 

A Well, the last three lines make reference to it. 
It says "The results of such provision would be that 
the corporation would not meet the capital requirements 
of the New york Stock Exchange." That's what it Says there. 

MR. BROOKS: I think the answer illustrates 
the problem, 

THE COURT: I agree. 

MR. BROOKS = . It can be seen from the exhibit 
itself, 

Q Apart from the exhibit, was McDennell's capita’ 
violations as of January, 1969, the result of scmething 
more than short record differences? 

MR. BROOKS: I will object to the form of the 
question, your Honor. 

THE COURT: Overruled. 

GO ahead. Can you answer that? 
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McElroy-redirect 


| 
4 
THE WITNESS: Yes. I think that these various | 
-yeports indicate that other things came into play besides 
stock record differences. | 


Q Stock record differences. Thank you, you corrected 


A There are several points discussed and I would 
say that any one of them makes up 2 capital computation 


a charge for a stock record difference is only one part. 


| 
| 
| 
Q Others would bo unlocated securities; is that ine 
A That's the sama thing. | 
Q Non-current dividends receivable? 
That's correct. | 
Deficits in customers’ accounts? 
That‘s correct. | 
Securities as to which ownership is not known? | 
A No. We wouldn't charge capital for that. 

Q Now, you tantitiod that when the public acccuntants 

' prepared their statement, their surprise eudit it wa. sent | 
to the exchange; is that right? | 
A That's correct. | 

Q Did the exchange lock or the examiners department | 


somewhere in the exchange, look atthe audit to review it 


in any way, or did they accept it completely at face value? 


| 
| 
; 
i 
i 
| 
| 
‘ 
| 
| 
| 
; 
. 
| 
| 


A No, I think I have already testified that our 


ee et Oe ger eee 


rdh3 McElroy-redirect 
procedure was to analyze the information and compute 
capital from it. 

Q That would be using it ar a tool or a resource; 
is that right? 

A That's right. 

Q Did you also take everything that was stated in 
there on face value and accept it? 

A Yes, I think we have to; yes. 

Q Is there some rule that says you have to? 

A Ido‘ think there is a rule that says we have 


to, but it is supplied to us as accurate information. Until 


seme subsequent event happens to prove that it is incorrect, 


we accept it as correct. 

Q Have you ever found errors or heard of errors 
in auditor's statements? 

A Yes. 

Q They are only as good and accurate as the 
involved, aren't they? 

A I guess that’s a fair statement. 

Q you testified yesterday that the Rule 325 is 
30 or 40 pages long and that it pertains to the net capital 
rule of the stock exchange. Is there also a Securities 


Exchange Act rule that governs -- aré you familiar with 


the Securities Exchange Act rule that pertains to the net 
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: capital ratios? 

A I know thexe is such a rule, yeSe 

Q How long is that? 

A ~ don't think it is «s long as cur rule. 
Tt is rather short and straightforward, isn't it? 
MR. BROOKS: TI object. 
THE COURT: How does this help us, Mr. Beebe, 

this comparison of length of a rule in one agency and 


an another? 


a | oo ee : 
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MR. BEEBE: One governs the other. + 

THE COURT: I know. How does the length have | 
anything to do with it? | 

MR. BEE “BE : ~ couldn't figure that out on | 
the initi ~ one. ut t4 correct the impression that | 
length me. some difference. 

THE COURT: I sustain the objection to that 


question. 


MR. BEEBE: I just didn't want to leave an im- 


EE ET LT FO 


You testified late on Friday at page 733 


as follows: “And sometimes one group, " concerning the approach 


| 

| 

| 

| 

| 

pression. | 
a 

| 

i 


to the valuation of assets, “sometimes one group would take | 
anovher position and another group of exchange employees 


or officers would take another; is that right? 


Nc Iroy-redisest 
“A. That's, right." 
This morning you talked about competing values. 
Now, if a company that you are examining is in violation 
of net capital rules under your interpretaticn and the 
exchange, for whatever competing value is involved, does 
not want to put the company out of business, my qiestion 
is what would the exchange do in interpreting the rules? 
BROOKS : Object to the question. 
COURT: Sustained. 
BEEBE: No further ovautieis on redirect, 
your Honor. 
MR. BROOKS: Three quick ones, your Honor. 
THE COURT: All right. 
RECRGSS EXAMINATION 
BY MR. BROOKS: 

Q Mr. McElroy, on redirect Mr. Beebe called your 
attention to Exhibit AA and to the capital ratio stated 
on that exhibit of 3,929 per cent. There is an alternative 
capital ratio given on that front page, is there not, sir? 

A Yes, there is. 

Q What is that ratio? 

A 2,717 per cent. 


Q What was the alternative set of facts which 


{ would make it 2,717 per cent-- 
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McElroy-recross 
THE COURT: Mr. Brooks, isn't that on the exhibit? 


MR. BROOKS: I'm not sure. I will withdraw the 


THE COURT: All right. 

Q Mr. McElroy, — you take a look at the 
auditor's opinion on Exhibit Z, which is the long form 
auditor's report. I believe that is in and about 
nae I-Arabic 1-2. Then the notes are on Roman I-10. 

Now, do you see anything on Lybrand's opinion 
or report which decek aay later than January 12, 1969? 

MR. BEEBE: Same objection, your Honor. The docu- 
ment speaks for itself. : 
question that will go on to something else. 

Do you want to call his attention to wnere he 
can find this, if he is going to find it? 


MR. BROOKS: T don't believe he will find it. 


| 

THE COURT: Well, I take it this is a foundation | 
| 

| 


A I don't-believe there is any other date. ! 

Q Take a look at Exhibit J, sir. Do you see any | 
information on Exhibit J which speaks of some events as | 
late as February 6th? : | 

A Yes. The note which I read before, except as to the 
note to the etetinnnt ef the financiai condition with 


respect to which the date is February 6, 1969. 


rah? McElroy-recross 

Q Would you conclude from that that Exhibit J 
gives you more recent information about McDonnell & Company 
than Exhibit 2? 

A Yes. Also the notes themselves speak of increases 
in equity capital through February 6, 1969. 

Q Mr. Beebe asked you some questicns, I believe, 


about the SEC capital rule. Dees the stock exchange 


apply the SEC capital rule to its member firms, sir? 


A No, it dces not. 

Do you know why it doas not? 

A Because we have our cwn rule and we are directed 
to apply our capital rule to our member firms. 

Q Do you understand whether the SEC capital rule 
exempts member firms of the New York Stock Exchanga from 
complying with tha SrCcapital rule? 

A I kelieve that's correct. 

Q Do you know why it does that? 

A I believe that's the way the law is written. 

MR. BROOKS: That will be all. Thank you, 
Mr. McElroy. 

THE COURT: Mr. Beebe, any questions? 

MR, BEESE: Yes, 
REDIRECT EXAMINATIGY 


BY MR. BEEBE: 


SOUTHERN DIS. CT COURT REPORTERS, US. COURTHOUSE 
FOLEY »UARE, NEW YORK NY. = 791-1020 


sive tacmamay ie i. scat chau ae ee eee: sas aaa aeaaN aie enamRaLtmtNie ii Nasientie 


rdhs McE lroy-redirect 

Q Isn't the rule actually written under the 
Securities Exthange Act that “The exchange can enter into 
an agreement to comply and to enforce, so far as within 
its power, compliance by its members with the provisions 
of the Securities Exchange Act“ -- 

MR. BROOKS: I object. That's not the SEC capital 
rule that he is reading from. If he reads from the rule 
he will sea.what Mr. McE lr oy is talking about. 

THE COURT: Sustained. 

That's from section 6, isn't it? 

MR. BROOKS: Yes, it is. 

Q and under the section on the exemption from 
@ection 6, sir -- 
: MR. BROOKS: Same objection, your Honor. 
THE COURT: Mr. Beebe, how does this prove it is? 
MR. BEEBE: It tries to clear up something 


that was just brought out. They are not exempt, sir. 


MR. BROOKS: May wo approach the bench? 


THE COURT: Yes. 
the side bar.) 
THE COURT: One problem I have, Mr. Beebe, if 
you objected to Mr. Brooks asking those questions I would 
have sustained me you let the door opm You then want 


to ride on the swing that you let be swung. 


McElroy~-redirect 
ERe BRCOKS: The point I am objecting to is the 
SEC capital rule, and I think you can take judicial notice 
of that rule, 15C3, exempts from its application members 
of the ndional securities exchanges which have a more 
comprehensive capital rule. The rule goes on to say that 
the New York Stock Exchange is such an exchange. 


Now, if Mr. Beebe were to read from the rule 


that Mr. McElroy was talking about, he would see the 


exemption I am talking about. 

I object to Mr. Beebe reading from statutes to 
a lay witness before the jury where the statures are not 
involved in any of the prior examination of the witness. 
They are sonething c.ser than what the witness testified 
about. 

MR. BEEBE: What I was trying to clear up is 
exactly the point Mr. Brooks made, which is rerfectly valid, 
I wish he did it with the witness and I wouldn't have had to 
bring up the questions. 

THE COURT: If you objected to his questions we 
wouldn't have gotten into this at all. 

MR. BEEBE: He asked them, sir. 3 find the problem 
is that the impression is left with the jury that if you 
are exempted you 9on't have to enforce or .comply with 

at least as vigorous a rule. That's the whole point. Sure 
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you are exempted as long as your rule is more vigorous. 

MR. BROOKS: Yt dcesn‘t say vigorcus. It says 
comprehensive. 

THE COURT: The problem you have here is this 
man is not a lawyer, he is an accountant. 

Let's see if we can't do this in some better 
way as and when we get to it, if necessary, in the charge 
or in something of that kind. This is a legal matter. 

I shall sustain the objection at this point. 

(In open court.) 

THE COURT: Anything further? 

MR. BEEBE: Nothing further, your Honor. 


THE COURT: All right, Mr. McElroy, you may step 


(Witness excused.) 
THE COURT: _Is your next witness ready? 
MR. BEEBE: your Honor, I am ready to have either 
the next witness or have the Anna McDonnell deposition read. 
THE COURT: If the next witness is waiting in 
the wings,we will call your next witness. 


MR. BEEBE: I call Mr. Schuette. 


BRERBERT gE. SCHUET TE, called as a witness, 


having been duly sworn, testified as follows: 
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rdhll Schuette-direct 
DIRECT EXAMINATIQY 
BY MR. BEETE: 

Q Mr. Schuette, were you an employee of the New 
york Stock Exchanga in 1968 and 1969? 

A Yes, I was. 

Q What was your position? 

A I was an assistant director, Department of 
adios Firms. Eventually I was called the coordinator. 

Q Can you give us a l'ttle background about yourself 
Sir? Were you graduated from Central High School in 
Sheboygan, Wisconsin, in June, 1945? 

& That‘’s correct. 

Q And did you go into the service? 

A I enlisted in the Marina Corps in February of 1943 
I was discharged in April of 1945. I went to the University | 
of Wisconsin from 1945 to 1950; graduated from the | 
University of Wisconsin; I came to New york, went to work | 
for Standard & Poor's in October of 1955, and remained | 
employed there -- beg your pardon. October of 1949. I remaine 
employed there at Standard & Poor's until May of 1956. 


From May of 1956 to June of 1962 I was a part owner 


From there I went to, in June of 1962, to Basic Economics 


) 
| 
| 
of a financial publishing house called orc Publishing company 
\ 
i 


Corporation in New york City. I was employed there for 
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approximately one year until August of 1963. In Jmuary, 
1974, I started employment with the New york Stock Exchange. 
Q 1964, sir? 
A January, 1964. 
Q Going back to when you were at the University 
of Wisconsin, did you major in institutional economics? 


A That’s correct. 


Q Did you also attend night school at NYU? 

A Yes, I went to New York University. 

Q And did you receive a Master's in business 
administraticn? 

A z seukived a Master's in business administration, 
correct. 

Q Now, starting in 1964 at the New York Stock 
Exchange, Gid you start as an office inspector in the 
Division of Supervisory Standards? 


A That's correct. 


Q And what did you do between 1964 and 1968 at 


the New York Stock Exchange? 


A I was an office inspector for approximately 
10 months, at: which time I was promoted to manager of the 
Division of Supervisory Standards. Some time subsequent 
to that, I do not recall the date, I was made an assistant 


director of the Department of Member Firms. 
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Q Are you appearing here pursuant to subpoena, sir? 


A Yes, sir. 

Q Starting with the middle of 1968 did you begin 
to perform the functions of what was later called coordinatoy 

A The functions I performed that became eventually 
the coordinator, I began about the middle of 1968. 

Q And what are those functions generally? 

A Sort of provide an oversight over a group of 
member firms. I was assigned to firms with the alphabet 
M through P. 

Q One of them was McDonnell & Company? 


That's correct. 
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Who are you presently employed by? 
A I'm employed by the Mutual Benefit Life 


Insurance Company and I am loaned out to the wholly 


| 
| 
| 
owned subsidiary of which I am an officer. | 
Q What do you do there? | 
A I am the director of compliance and I manage 
- the operations. 

Q Were the duties of coordinator, going back | 
to your term in the New York Stock Exchange, in particular | 
in 1968 and '69, were they outlined to you in a notice | 
from the head of the member firms department, do you | 

recall that? | 
A Yes, they were, approximately some time in | 
| 


January of 1969. 


19] I would like to ask you if this is what they 


“A major objective of the coordinator idea 
is to bring together a coordinator and his assistants 


all of the surveillance information reaching the 


exchange concerning their firms. Enforcement is the most 


important assignment of the coordinators. The | 
coordinators are authorized to request all divisions to 
assist in enforcement." 


Was that your function? 


Schuette-direct 


A That is correct. 


O And aid you have examiners who went out in the 


field and reported back to you the facts they found? 

A The exchange had examiners that went out 
field, yes. 

Q Were they called financial cops? 

A That's the first time I have heard that 
expression. 

Q Well, in any case,was their function to 
gather the information and report back to you? 

A Indirectly, yes. 

(@) Pind if the information proved to be of a 
certain nature did you also get involved in drawing up 
charges? 

A On occasion, yes. 

Q What would be the occasion when you would 
draw up charges? 

A Some. violation of New York Stock Exchange 
rules, potential or possible violations of rules. 

0 You drew charges even when the exchanae's 
rules were even only potentially violated; is that what 
you are saying? 

A A decision had to he made whether a rule 


was actually violated or not. All the inspectors or 
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examiners could do is determine whether a potential 
violation existed. 

Q Had youhad occasion in the past month or 


so to converse with anyone on the exchange, who is 


presently still employed by the exchange, concerning 
the subjects of your employment there in connection 


with this trial? 


ee eee PR oe el le ae 


A No, I have not. 


Q Did you receive the white sheets that the 


oe Ser yecye ta fT 


examiners drew up? 


oe a 


No, I did not. 


Were they sent to the finance specialist? 


5 
§ 
4 
3 
4 
is] 
4 


That's correct. 


Th Me 


What did the finance specialist do with 


PP PELLET OF ot CREM 


He analyzed them and upon the basis of his 
analysis he would tell me what he fiqured he found. 
Q Was Mr. Spies the finance specialist 
involved at McDonnell & Company? 


A Yes. 


Q Did he notify you of any unusual items? 


Is that his purpose? 


ORIG AONE WE BAI IS ATM Ee ED ATER WBBM WoT TS, 


Yes. 


And eid you in turn, in the chain of command, 
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notify higher ups if there was something highly unusual? 

A Yes. 

Q When did you first get involved with McDonnell 
& Company? 

A Approximately June of 1968. 


‘@) Did it come toyour attention at that time 


that McDonnell & Company had problems? 


A Yes. 
@) What were the problems as of June 1968? 
A Customary pre lems that were extant on the 


street at that time, fails problems, failure to resolve 


differences, stock record differences, and so forth. 


(@) You say customary problems? 
A At that point in time, yes. 
QO Was McDonnell & Company involved in computer 


conversion at that point? 


Ay They were. 

Q Was that a customary thing to he involved with 
then? 

A I wouldn't call that customary. 

Q Were they having a problem with the computer 


conversion? 


A They apparently were, yes. 
Q That wasn't customary, was it? 
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A That's very difficult to answer that. Puring 


that paperwork crisis many firms were changing over to 


computer bookkeeping. 


Q Let me ask you this: tad McDonnell & Company 


been on restrictions shortly before you got involved 


with them? 


A Yes, they were. 

Q In April 1968? 

A That's the way I recall it, yes. 

Q And you studied the files when you came on 
board? 

A Yes, 2) did. 

Q And what was the basis for htem being put 


on restrictions in April 1968? 


A The fails and operating problems. 

Qo What is the basis for putting a firm on 
restriction? 

A Their inability to adequately handle the 


business. 


Q And does that only take place, that is, 


only put on restrictions when their problem is more than 


the customary one? 


A Yes. 


Q How long were they placed on restrictions? 


| 
| 
| 
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According to my recollection, a very short 
time. Several weeks. 

fe) What was the basis of the restrictions being 
removed? 

A I have no idea. 

Q In any case, starting in June 1968 did you 
review McDonnell & Company's operation problems fairly 
constantly and@ report at the reqular coordinator meetings? 

A 7 ies 

e) hnad did they appear to be qrowing rather 


than receding? 


receding for a period in there and then they started to 
get worse again. 
‘@) We are still talking about 1968? 


A 1968. 


A To the best of my recollection they were | 
I] 


9) they began deteriorating more substantially 

towards the 1968: is that right? 
obj He is leading the 
witness. 
THe COURT: Sustained as to form. 

Q Well, you said, and let me get the time frame 
rioht. I believe you said at first they were receding 
and then they were growing again? 
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That ia correct. 

When did they start growing again? 

I don't recall the exact dates. 

Was 2¢ etil) in) *638? 

Sometime in the latter part of ‘68, yes. 

What was done when they grew worse, at your 
post? Was anything done about the problems,or in 
peadetin to the problems? 

A Will you explain the nature of the question, 
please? | 

THE COURT: Put it again. 

Q Let me pull back a little and approach : A 
with some more testimony out first. 

Was McDonnell & Company required to submit 
monthly special operating questionnaires at your suaaestion 
at that time? 

A Yes, they were. 

.@) Are monthly special operating questionnaires 
something a little bit more than is the customary 
requirement for brokerage houses reporting to the exchange? 


A That is correct. 


| 
| 
| 
| 


Q Whatwas your reason for requiring them to put 
the monthly SO0Q's? what was your reasen for requirina 


them to submit them? 
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A The reports they were senqing in had shown 
an operating problem or problems. 

Q Could you elucidate for the jury what the 
nature of the operating problems that were 
visible at that point were? 

A Their apparent inability to handle all the 
transactions that the firm was making. The fails 
problems were dpinesibines) They had not yet had a chance 
to count the box. A few such problems. 

Q Those are two that come to mind right now. 

A Yes. Also they were converting over to the 
new computer system. 

Q Could you explain to the jury the importance 
of a BOX count? 

A The box is a terminology which -- 

MR. BROOKS: I object to the question, your 
Honor. I am not nie what importance is related to it. 
I think we need some more foundation before we talk about 
importance. 

MR. BEEBE: I will take out the word 
"importance." 

A The box eet all the securities, certifi- 

owned by customers or to be delivered or received 


This periodically needs to he counted to make sure 
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ehat securities owed to customers are present. 

Q And when was the last box count at McDonnell 
& Company before June of '68, sir? 

A I believe it was October of ‘67. 

Q When a firm was placed on monthly SOO's 
‘and is required to submit these monthly questionnaires, 
did you report to higherups on a reqular basis what the 
results of those questionnaires showed? 

A Yes. 

Q What did they show about McDonnell & 
‘Company in the months of July, August, September, October, 
’November, December, 1963? 
A As I indicated earlier, my recollection seemed 
‘to show that they were showing gradual improvements 
in their overall fails positions. Although they were 
having trouble getting their computers converted. 

Q And they weren't counting the box, were they? 

A No, they einen é: 

Q Did there come a point when you recommended 
. imposing restr.ctions on McDonnell & Company to get them 
'to improve operations? 
A Yes. 

when was that? 


I don't recall the exact date. 
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Sometime late 1968? 
Probably late 1968, early 1969. 
9) Sir, covld you speak up a little just 


benefit of the jury? 


: 
| 
| 
| 
! 
A Yes, I will. | 
Q Some of this is new area, I think. | 

‘estrictions. 

What was the basis of your recommendation? | 

A Specifically I don't recall. Just a qeneral 

overall picture. | 

Q Who @id you recommend it to? | 

A I believe probably the earliest recommendations 


were made to Mr. Bishop. 


(@) This would be early in that period of | 


A I would say late in ‘68. 


June to December 1968? | 


@) When you said the earliest recommendations , 


self? 


you mean there were a series of recommendations by your- 
A No. The firm was already under self imposed ' 
restrictions during that period. | 
Sir, what makes you say they were under self 
restirctions in 1968? 
They filed a list of the restrictions that 
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they imposed upon the firm's operations. 
8) Do you have a copy of that here? 
you seen such a document recently? 
A I have seen such a document, yes. 
When aid you see that, sir? 
Ch, within the last week. 


And this is 1968, these self imposed restric~ 


Yes. 
Could you describe it for us? 
They limited the number of transactions they 
would handle. I don’t recali the specifics of it. 
0 Are you sure it could have heen late in 


January 1969 of that list you are talking about? 


A These restrictions were imposed hefore I 


hecame the coordinator. They were self imposed, 
voluntary restrictions. 

Q But you recommended on top of that that the 
exchange impose restrictions; is that right? 

A Yes. 

Q Is that because the self imposed restrictions 
weren't working? 

A You are asking me to conclude whether 


they were working or not? I don’t know. 
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et 
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Q I am asking that, sir. 


THE COURT: His answer is I don't know. On 


ee 


that note we will recess for lunch. 


2 o'clock, ladies and gentlemen. 
Counsel will stay for a minute. 


(Jury leaves courtroom) 


THE COURT: Three things, gentlemen. 

First, Mr. Beebe, what is your schedule here, 
because I think we should get this Anna McDonnell 
deposition completed at some point and I do not want, on 
the other hand, to have people backed up in the witness 
room. 
What is your estimate with this gentleman? 


MR. SEEBE: My estimate with Mr. Schuette 


I think we will be through tomorrow on direct. That: 


will be it on direct. 


THE COURT: And you have how many witnesses 


to follow? 


MR. BEEBE: My thought as far as holding 


is t hat I fully agree with not holding 


witnesses, Sir, 


them in a witness room, if at all possible. So I would 
suggest, Since the cross. seems to sometimes go on, that 


aS soon aS cross starts we alert the exchange witnesses. 


If Mr. Brooks is willing to do that, I think that is 
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perhaps the best procedure and not have them have to 
sit here for unknown lengths of time. 

THE COURT: Why don't we do this: When Mr. 
Schuette is finished we will start reading Anna McDonnell 
and at that point we can give the next exchange witness 
a phone call, assuming he is under your control at this 
point. 

MR. BROOKS: I have agreed to liaison 
with the witnesses but I would like to know who they 
are. 

THE COURT: Now, this applies to all 
counsel. I think it would be appropriate to the 

* extent that matters that are evidentiary and are 

contained in records, we could probably chop a third 


of the time off this trial by marking the records and 


going on. Everybody has gotten in the hatir here of 


asking the witness how certain lanauage strikes him, 
what it means to him and asking him to compare one exhibit 
with another exhibit. 

Nobody has been djecting to it. You are all 
very courteous counsel to each other, but I would think 
that to the extent this can be avoided we would turn 
what looks like a four-weeks trial into what should be a 


two-weeks trial. 
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You still have a number of witnesses to qo, 
I understand, Mr. Beebe. If each one of these men 
go a day and a half or two days, you will use that time. 
MR. BEEBE: Mr. Schuette will be one of the 
longer witnesses. Mr. McElroy was much longer on 
cross than I had anticipated. 


THE COURT: Please let's start doing that. 


I am going to start applying some Section 6 limitations 


here. If things are already in the record or if they 
are in a document, avoiding having the witness comment 

on the document or make comparisons. You can save those 
things for an appropriate time, should that become 
necessary. 

The third thing, Mr. Stein, you want to absent 
yourself from the courtroom starting later this week, as 
I understand it. 

MR. STEIN: I would start it immediately, 
because I understand that the next two witnesses in 
this case are going to he exchange witneses. It’s not 
that the receiver is uninterested or disinterested in 
these proceedings, your Honor. I think it's a very 
practical kind of decision, and I will remain in 
touch with the court on an hourly basis. I will have 


present in the courtroom Miss Fields, who is a legal] 
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assistant employed by my office. She is not admitted 
to — If your Honor would prefer, I could have 
her sit in the back of the room. 

THE COURT: No, I think she should stay at 


counsel table. 


Let me ask you this: Have you conferred 


with your client? 


MR. STEIN: This emanates from my client. 

THE COURT: Your client wants to exclude 
you from the courtroom? 

MR. STEIN: Yes. 

THE COURT: On that basis and that basis 
only I am going to permit you to do it. Whatever 
happens happens as far as your client is concerned. 

If there is a certain area where you are 
needed and you don't make it in time, we won't be 
waiting for you. 

MR. STEIN: Your Honor, that’s a risk I fuliy 
understand and accept. 

THE COURT: All right. 


{Luncheon recess) 


AFTERNOON SESSION 
2:00 p.m. 
(In open court; jury present) 
HERMAN Cc. S CH UE T 7 Ee resumed. 
DIRECT EXAMINATION CONTINUED 


BY MR. BEFBE: 


Q Mr. Schuette, before lunch we were talking 


about your recommendation of restrictions in 1968, and the 
fact that the firm had been on restrictions for a short 
period in April 1968, and was then taken off. 

At that point in time was a firm on restric- 
tions permitted to expand? 

A Generally not. 

Q If a firm on restrictions desired to expand, 
would you be the person that they would come to for 
approval? 

A The question would be raised with me, yes. 

Q Did McDonnell & Company seek to expand by 
opening a new branch office early in May 1968? 

A From the record, I recall, yes. 

.@] Was that almost immediately after their 
restrictions had heen lifted? 

A Apparently. 


Was that request granted? Were they 
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permitted to expand? 
A XY dan't recall. 
Q You said this morning thatyou had recommended 


that restrictions be imposed. Were they imposed in 


(1963? 


A Wo, not in 1968. 


Q Do you know of any steps taken in 1968 


by the exchange in reaction to the condition at 


McDonnell & Company? 

A No steps any more than usual. No other 
steps than.what were taken in a situation such as that. 

Q Precisely what steps did the exchanae take 
» in 1968 to impose restrictions or do anything along those 
lines aktout the McDonnell & Company situation? 

A The firm was put on a special list to he 
watched along with many others. 

Q They were watched? 

A Right. 

Q Was anything done beyond watching, that's 
what I am asking. 

A To the best of my knowledge, no. 

Q | Was it apparent. by June 1968 that McDonnell 
& Company was a troubled firm? 


MR. BROOKS: I object tothe question. 


Schuette~direct 
THE COURT: wis gneteuned 

re) When the special operations questionnaires 
were sent by the company to the stock exchange, was it 
your job to -- was it part of your job to review them? 

A Yes, it was. 

@) I show you a letter from McDonnell & Company 
to the department of member firms, the vice president, 
er Noverber 14, 1968, and ask you if you remember 
reviewing that document. 

A I don't recall specifically reviewing this 
document. 

Q Was that the type of document, the type of 
letter, that was sent with the SO0's to describe what 
was in the SOQ's? 


A Most special operations questionnaires did 


- not have an accompaning letter, those that I received. 


MR. BEEBE: I offer this as the next 
exhibit for plaintiffs. 
MR. BROOKS: I object to the exhibit coming 
in on the fesdacten that has been laid. 
THE COURT: Yes, sustained. 
(Plaintiffs' Exhibit 30 was marked for 
identification) 


MR. BEEBE: May>e we will come back to that. 
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mar 


Q Did you continue to gather information on 


“McDonnell & Company in the fall of 1968, and make notes 


you were receiving, notes on the basis 


on the information 


u were receiving? 


of the information yo 


A On some of: the material I also kept a record. 


epare at one point a chronological 


Q Did you pr 


s that occurred when you were a 


listing of the event 


coordinator there? 


A I probably prepared several. 


Q I show you a document dated Octoher 28, 


which consists of 


1968, headed "McDonnell & Company,” 


seven handwritten pages, and ask if that is in your 


handwriting. 


A Sorry, did you ask a question? 


is that in your handwriting? | 


Q I am asking, 
A That is my handwriting, Yes, ese. 
MR. BEEBE: t offer that in evidence. 


MR. BROOKS: No objection. 


THE COURT: Received. 


(Plaintiffs' Exhibit 33A was received in 


ca ee a ALO ee 


evidence) 


\ Q Does that document represent a chronoloay 


& Company between March 18, 1968 


of events at McDonnell 


ana ~~ 
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It does. 
-- November 30, 1968? 
No, X am sorry, the last date I think 2 
October 14, 1968, is that right? 
A Yes, that's correct. 
Q What is the purpose of this document? 
MR. BROOKS: Your’ Honor, Mr. Schuette 
has identified the memorandum. There is attached 
to At a chart. I wonder if we could have an identifi- 
cation of that as well. There are two charts. I 
would like to proceed with that as part of the exhibit. 
MR. BEEBE: Could I get te that as I go 
through my examination, your Honor, Or on cross, Lf 
necessary? 
THE ‘COURT: Is this a part of this exhibit? 


MR. BEEBE: As offered and received, yes. 


THE COURT: Are these an annexation to these 


notes or do they. just happen to be stapled together, 
that's my question. 

MR. BEEBE: As bast I know they were 
produced stapled together, but if counsel has a voir 
dire I have no objection. 

THE COURT: Go ahead, Mr. Brooks. 

MR. BROOKS: I just thought it miqht be 
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proper to identify it as some of the handwriting which 
appears to be somewhat different from some of the other 
handwriting. 

THE COURT: Now the question is raised, 
are they properly together, all of these sheets? 

MR. BROOKS: I don't know. 

THE COURT: Let's find out. 

Mr. Schuette, how about it? Look at the 
last two pages. 

THE WITNESS: I probably prepared the 
summarization front these summaries and special operations 
questionnaire summaries, although they probably were not 
part of this summarization. 

Q Did you use the last’two as bases for the 
summarization on top? 

A Probably, yes. 

Q On the first page of Exhibit 33A there are 
some initials which may be familiar to you. What do 
the top two initials stand for? 

A I don't recall what the OO stands for. 

Q I believe it was OQ. 


A Operations questionnaire, with my initials. 


Q And below that is your initials in your 


handwriting? 


Schuette-direct 

A Yes. 

Q Was it your habit to initial things you 
received? 

A I initialled these in that corner to indicate 
to my assistant it goes into the particular firm's file. 

Q After you received or created a document 
like this? 

A Yes. 

Q Starting with the first page, what does it 
mean -- I will pull that back again. 

when a firm is unable to state its stock 

record differences due to a lack of count of the box, 
as you described this morning, does that have an impact 
on the net capital ratio? 

A Yes. 

Q What is the impact? 

A I would ask you to repeat that question. 

Q What is the impact of the inability to count 
the box on the net capital ratio? 

A It depends upon what the results of 
count are. It may have some, it may have none. 

Q Does the inability to count the box have .some 
impact on the ratio? 


MR. BROOKS: I object, your Honor. 
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it and he answered it. It depends on what the count 
would be. 
THE COURT: That's right. 
BY MR. BEEBE: 
Q Iam talking about the case where you can't 


make a count. 


MR. BROOKS: I believe he answered that 


question. 
BEEBE: I don't know what the answer is. 
COURT: Answer it again. 
fact that you are not counting the box 
doesn't mean it has any effect onthe: capital position 
» at all. It's when there are differences in the count. 
Q In other words, if you can't count the box 
you can't compute the capital, isn't that correct? 
A That is substantially correct, yes, sir. 
Q There is reference in this chronology on 
page 2 to the restrictions being lifted on April 19, 
1968, and sub part D says progress and problems in 
conversion, and sub part B below that has three asterisks 
next to it, and it says "Restrictions might he reimposed 
if your operations fall behind or progress on resolving your 
backlog diminishes.” 


Now,had progress in resolving the backlog 
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at McDonnell & Company diminished by the time of this 


chronology, which was October 28? 


A As I indicated, there was to the hest of my 
recollection an improvement in the backlog of resolution 
of differences: 

(9) At first? 

A For a while, ves, Sir. And then it turned 
around. 

Q Did you put the'three asterisks next to that? 

A Yes. 

(@) Whatwas your reason for doing so? 

A Because this was taken from a letter I 
believe Mr. Bishop wrote to Mr. McDonnell. 

(@) I doen't follow why you put three asterisks? 

A For my information, probably. 

Q Did you underline the woras "Or progress 
on resolving your backlog diminishes"? 

A I don't know. 

Q Whatwas the reaction -- no, who did you 
recommend that the restrictions be -- who did you make 
your recommendations to when you recommended that 
restrictions be imposed? 

A Initially, the coordinators work directly 


under Mr. Bishop, and the recommendation would have been 
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to be made to either Mr. Bishop or Mr. 


to him. 


mah 1 Schuette-direct 

Q And what was their reaction when you made these 
recommendations to them in late 1968? 

A You are asking me to categorize how they reacted? 

Q No, I am asking you to explain to the jury pre- 
cisely what they said when you reccmmended making our in- 


posing restrictions? 


Q Can you recall in essence for the jury what it 
was they told you when you made these recommendations 
A I don't recall what they may have told me. 
Q I am not asking you what they might have told you. ; 
I am saying, did they agree with you. 
MR. BROOKS: Your Hfuor, this is the second time. 
THE COURT: Yes, sustained. 
Q You can't give us anything of what they said 


in reaction toyour recommendations? 


A I don't recall precisely what they said. “| 
| 
' 
| 


A Based on by what follewed, probably the answer was-4 
MR. BROOKS: Your Honor, I move to strike the 
answer as to what it probably was on the basis. 
THE CCURT: Yes. Do you have a memory cf what 
each man said in substance, words, or any other manner? 


{ 
THE WITNESS: No, I do not, your Honor. | 
THE COURT: All right, go on. 


Did you have in the files, the ©Q files, a 
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document known as an operations check list? 
A (No reponse) 
Q Does that ring a bell? 


S rt does not ring a bell. 


Wer et Go Le A, PS VT Se ELT BS. ro @ ee aks 


Q Let me show you a document we marked previously 
as 34A for identification.(handing to witness). 

I ask if you ever have seen that before. = direct 
your attention, if you turn it over, to the initials in 
the upper left-hand corner, ©, and what appears to be 
below that your initials. 

A Yes, they are my initials, and this is the form 
“se knew as the special operations questionnaire. 

MR. BEEBE: I offer that as the next exhibit. 

MR. BRCOKS: Your Honor -- 

MR. PEERE: I note it appears to be dated 


11/4/68. 


MR, BROCKS: . Your Honor, I have some preblom with 


this decument because the first page is entitled "Securities 
and Exchange Commission Regional Office." Tf believe it is 
I being offered as 2 New York Stock Exchange exhibit, or a 
i @ocument of the exchange. | 
THE COURT: Why don't you ask on the voir dire of 
| this witness what his association with this exhibit is. 


| YOIR DIRE EXAMINATIGN 
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BY MR. EROOX:: 


Q Mr. Schuette, do you see the heading on the 
docurent I have just referred to? 

A Yes, I do. 

Q Can you tell me how you come to be acquainted 
with a document entitled Securities and Exchangs Commission 
Regional Office? 

A I can’t tell you how I got ahold of it, or how 
it got into my files. 

Q Other than your initials -- by the way, where 
did you say your initials appear? 

(Pause) 

Never mind, I found it. 

Could this be a document prepared by scmecne 
at tha Securities and Exchange Commission which reached 
your files? 

A Yes, it could he. 

MR. BRCOXS: I object, your Honor. 

THE COJRT: Unless the witness has further familiari 
with it I sustain the objection. 

BY MR. BEEBE: 

Q How did it get into your files? 

A I beg your pardon? 

Do you know how it got into your files? 
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A We had arrangements with the other regulatory 


bodies to exchange data and information about the firms. 


re 


Q And did you receive it on or about the date 
indicated on the first pago, Nevembar 4, 1968? 


A I don't recall. 


a 


Q Do you recall what you did with this information 
after you received it? 
A I do not. 
Q Did you just -- you don't recall anything about 


the document? 


A I doen't recall. I doen't recall anything about 


the document. 


| 
| 
| 
| 
| 
nm 


MR. BROOKS: Your Honor, I would have no objection 
to the admission of this document as a Securities and | 
Exchange Commissicn document. I think it was offered as a ae 
York Stock Exchange document, to which I objected. 

MR. BEEBE: It is offered as a document in the 
New York Stock Exchange files showing what information 
the New York Stock Exchange had about McDonnell & Co. 
THE COURT: There is no date, is there? 


MR. BEEBE: Excuse me? 


COURT: There is no showing as to when it was 


BROOKS: That's correct. 


and Reet SR 


Schuette-direct 

THE COJRT: Mm this record. 

MR. BEEBE: I can't adianything to when it was 
received. 

MR. BROOKS: There is an attachment on the 
last page, which is the last page, your Hcenor, which appears 
to be a memorandum from one Securities and Exchange 
Commission office to another which bears a date stamp of 
June 14, 1968, but I don't think that docurent is really 
part of the other document. I think it is really a memorandul 
which probably caused the Securities and Exchange Commission 
to undertake such investigations as reflected in Exhibit 34A 
Other than that, I doen't think there is a date. 

THE CCURT: Would you object to it on the ground 
there is no showing when your clint received it? 

MR. BRCOXS: No, I think there has been a showing 


at one time Mr. Schuette did put the initials on the page. 


When that was we don't know. It could have been in 1959. 


THE COURT: All right. M that basis it will be 
received in evidence. 
Q Let me ask one rore question on the date, sir. 
(i the first page in handwriting on. the right-hand side 
is the date 11/4/68. is that your handwriting? 
A tt is not. 
(Plaintiffs' Exhibit 34A received in evidence.) 
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Q Did you and other employees in the member firm 


department exchange information about McDonnell & Company 


during 1968, keep each cther ebreast of what you were learning? 


A ves, we did. 

Q Dia there come a time when you received a note 
from a Mr. Bishop concerning McDonnell & Company? f hand 
you a document we previously marked 35A for identification, 
and ask you if that typewritten note dated November 7, 1968, | 
was received by you on or about that date? 

A X don't recall. 

Q Are you HES? 

A That's correct. 

Q And the bottom of the page has what apse urs 
to be a note going back to RMB. Does that have your initials , 
at the end of it? 

A That's correct. 

Q Ama the bottom says “The attached stcrnaries will 
show" and so on. If I coule ask you to turn the page, gir, | 
are those attached summaries, were they prepared by you? 

A They were, yes, six. 

MR. BEEZE: I offer that as the plaintiffs’ next 
exhibit. 
s No objecticn. 


Received. 


Schvette-direct 
(Plaintiffs' Exhibit 35A received in evidence) 
Q I would like to read this memo which appears 
to be your reply. RMB is Robert M. Bishop, is that correc? 
A That's correct. 
Q What was his position at the Department of 
Member Firms at the time? 
A He was the vice president and director of the 
Department of Member Firms. 
Q Whe was the president, or was there one? 
A: There was none. 
So he 1¢@ head of that department? 
Yes. 
He in 
He reported to Mr. Arning or Mr. Cunningham. 
Were thay officials of the dias! knhtieieee? 
A Yes. 
Q And they in turn reported to the Board of Governor 
is that correct? 
A Yes. 
o "HES," reads tho typewritten note on November 7, 
1968, “Re: McDonnell & Co., Incorporated. 


"I am told that McDonnell & Co. has lost several 


Is that vice presidents, sir? 
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That is vice presidents, yes. 


Q “(7-8) after the death of Sean McDonnell. In 


addition, Mr. McKay is in poor health and the man they 
hired to relieve him has left che Sin Their operations' 
and control is therefore: said to be declining rapidly. 
Please give me a report on how latest information we have 
looks in comparison with period in which we restricted 
them." 

Was that a reference to April, 1968? 

A I assume it was, yes. 

Q And then this is your reply -- this is your hand- 
writing, isn't it, at the bottanr? 

A Yes. 

Q “RMB: The attached summaries will show the 
procress and lack of it since April for McDonnell. As the 
firm is currently being audited the results should help 
to find the firm's condition when they are available. Meah- | 
while, the October »--6 and operations Q due in a few days 
will further clarify the picture." 

What was the occasion, or was there a particular 
occasion, for Mr. Bishop to send you that note? 

A I have no knovledge. 

MR. BROOKS: I object to the question, your Honor. 


Other than what's explained in the note 


| 
| 


Schuette-direct 
MR. BEEBE: That is my question, is there anything 
beyond that. 
THE COURT: He has answered the qwstion, go ahead. 

Q The attachments, sir, also marked in ewWence, 

was that an updating-- well, what was the attachment? 
Can you describe it? 

A Tt is a isis of the conversion of their 
computer system and a summary of their operations question- 
naires, in a sense. 

Q Is it accurate that the firm planned to make. 
its computer conversion and have it completed first 
in early May? 

A ZT don't recall. 

Q Was that what your records at that time indicated? 


A That is what the records day, yes. 
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Q And then that it was to be completed the lst 
| (of June or the lst of July? 
7 MR. BRCOKS: Your Honor, all that we are doing 
mis asking the witness -- 
THE COURT: I was going to say, you are doing 


nothing more than reading his records; is that right? 


is the situation at the time. 
THE COURT; Why don't you ask him if the memo 
lrefreshes his recollection as of the time. 
Was this a complete sumnary of the situation? 
As recorded to us by McDonnell & Company, yes. 
And you checked on it, too, didn't you? 
A I had ne way of checking. 
Q Well, did the coordinators have the duty to verify 
itiat intormatiocn they were furnished was accurate? 
A IQ relied upon, as did the other coordinators, 
on the different specialists to report to me what they found 
& the times that they were supposed to be finding and looicin 
for things. 
Q After receiving this memorandum from the head 
of the Department of Momber Firms and your response, wore 
any steps taken by the Departmant of Member Firms or anyone 


else concerning McDonnell & Company's cenditicn? 


MR. BEEBE: IX am trying to ascertain if this | 
| 
| 


| 
| 
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MR. BROOKS: I object to the question thless 
there is an end to the tire period on which the inquiry 


is made. 


Q I would be perfectly happy to bracket by saying 
the end of 1968. 

A There was nothing done. Is that the answer to your 
evaneion? 

Q Yes. Did you continue to be the coordinator 
in charge of McDonnell & Co. throughout the end of 1968 
and into 19697 

A That's correct. 

Q Did you observe the condition at McDonnell & 

Co. after this memorandum of November 7, 1968? 

A From the reports, yes. 

a) And what did the reports indicate to you was the 
condition of McDonnell & Co. after that time and up to the 
end of 1968? 

A They were having operational problems 

Q Was it a continuation of the same 
flected in this memo? 

A Substantially, yes. 


Q Did it improve or worsen, remain the same? 


A Without examining the record I find it very 


a@ifficult to answer that. 
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I am asking your recollection, sir. 
From direct recollection I don't recall. 

Q Was McDonnell & Company, according to the records 
you have availabie, as of November, 1968, in violation 
of the stock exchange rules? 

A To the best of my knowledge, no. 

Q In your note in responss to Mr. Bishop's question 
you said that the firm is currently being audited. were 
you awaiting the results of that audit? 

A That's correct. 

Q What were you going +9 do when you received the 


results of the audit? 


A Do whatever the various specialists that review 


the audit suggest should be done. 

Q Was it the specialist's function to suggest 
what should be done based en audit results? 

A In many cases, yes. 

Who were the specialists cn this accovnt? 

A The examiners, Mr. Spies, Mr. Newman, Mr. Jolonz, 
J and many others. 
Q Was Mr. McElroy one of the examiners? 
A He was. 
Q I believe the audit started on October 31, 1968. 


How many days does the firm have or the outside accwustant 


rdh4 ' §echuette-direct 
firm to complete the audit under the exchange rul2s? 

THE COURT:: I think we have sstab ished that 
with other witnesses quite clearly. 

Did it come in on time? 

No, it did not. 

What was th “gon for the delay? 


I don't recall the svecific reason the auditors. 


Was there one delay or more than one? 
I believe there were two. 
Two you say? 

A I don't recall. 

Q After the first dsiay or the second delay, did 
there come a point when you became concerned with the 
delays? 

A Yes. 

Q What was the reason for your concern? 

A Because customarily thers was 
was permitted and then you try to find out why there was 
possibly another delay. 

Q What did you find cut when this happened with 


McDonnell & Company? 


A The auditors were having problems getting their 


audit summarized, I believe. 
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Q id they indicate to you that they noticed 

or were going to report a net capital violation? 

auditors didn't report that to m. 

you hear any other word from the auditors 
either directly or indirectly at the time they were asking 
for their delays us to what "they were going to report? 

Could you rephrase tha. question, please? 


The auditors asked for delays, didn't they? 


That's correct. 
After they asked for the first delay and the 
second delay, did you ask them or did someone at the exchange 


| 


under your direction ask them what was the reason for the 


A zx don't know. 


| 

| 

delays? | 
| | 


Q When we are talking about delays, we are talking 
S about the period November and December, 1968; is that right? | 
A I believe the report was due on December 15th. 
Q Who is Mr. McKay? : 
| 

A He was the vica president, I believa, of operations 
Fat McDonnell & Company. 

Q I show you another document which I guess was 


Mnot pre-marked. It might have been and we might have lost 


ihe slip, which is a memo dated November 4, 1968. 
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(Plaintiffs' Exhibit 36 marked for identification. 


Schuette~direct 


Q And I ask you if that is your signature on the 


bottom -- your initials are on the bottom and the re, 
r-e- line is McDonnell & Company? 


A That's correct. 


Q is this memorandum of a coordinator'’s discussion 
with yourself and others in the Member Firm Department? 
A That's apparently what it says. 


MR. BEEBE: I offer this as the next plaintiffs‘ 


exhibit. 
MR. BROOKS: May we see copies of that? 
MR. BEEBE: Yes (handing). 
MR. BRCOXS: No objecticn. 
(Plaintiffs' Exhibit 36 received in evidence.) 


Q Were you also concerned as the coordinator at 


that tive with the ccentinuing inability of the firm to 


conduct a box count, the fact this had dragged on so long? 


A A firm is only required to have a pox count once 


a year. If the firm has been having opera*:cnal problems, 


| 
| 
| 
| 
! 
! 


4 
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‘| 
t 
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and there were many of them, the coordinator was certainly 


interested in a box count as soon as possible. 


Q 


= 


Apparently this was a memorandum of a meeting 


eer & tt eae 


you people had had; is that right? 


wane ot 


A I beg your pardon? 


Q This was a memorandum recording a meeting that 
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you had in the coordinator's group? 


A Yes. 


Q “Because the firm had been unable to do securities | 


and bex counts as they intended because of the conversion 

to IBM360/40 since’ Cctober, 1967, it was determined that 

the firm be asked whether its stock record was in balance." 
Did you ask them? 

A If you go to the second paragraph you will find 
that Mr. Schroeder said that the box was currently under 
the control of the auditor. 

Q So you didn‘t ask them at that point? 

Didn't have to, 

Q There is a reference in there, in thet same 
sentence that nee have just referred to, tc the firm's 
letter of October 14, 1958, being reviewed, and that is, 

I believe, the document we marked for identification earlier 
but not in evidence yet. Is that Exhibit 30 for identifica- 
tion which is dated October 14, 1968, from the firm? 

A That‘s correct. 

MR. BEEBE: I now offer that in evidence. 
MR. BROOKS: No objection. 
(Plaintiffs' Exhibit 30 received in evidence.) 

Q Now, sir, in January, 1969, after the auditor 


has requested these delays, did there come a point when you 


: 


rdh8 Schuette-direct 
learned from Mr. McKay that the auditors were going to 
report the firm in net capital violation? 

A Yes, I did. 

Q When did you learn that? 

A I don't recail the date. 

Q What do you recall about the conversation in 
which Mr. McKay informed you of this fact? 

A I don't recall too much of the conversation 
specifically. I do recall that Mr. McKay said that the 
auditors were going to report a capital violation. 

Q And what did you do in response to this infor- 
mation? 

A L notified my.superiors. 

Q Who did you notify? 

A I don't specifically recall. 

Q Well, in the normal course of things who would 
you notify? 

A Mr. Bishop. 

Anyone else? Would you notify Mr. Stock? 

A. I don't recall whether Mr. Stock was acting 
as, if you will, the chief coordinator of my group of 


at that time. 


Q Did Mr. McKay report to you any plans to 


raise new capital? 
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I don't specifically recall. 
Well, do you recall generally? 
A Are ycu talking about thisspecific conversaticn? 
Q Yes, the first time that you learned from Mr. 
McKay that there was going to be reported a violation 
by the auditors? 
A I don't recdl. 
Q Do you recall what Mr. Bishop said when you told 
him this information? 
A I believe I sent it down in a memo, 
Q To Mr. Bishop? 
A Yes. 
Q . Do you have a ccpy of the memo that you sent 
to Mr. Bishop? 
MR. BROOKS: Is the question dces the witness 
have a copy of the mem? 
THE COURT: That's the question. 
MR. BEEBE: Witness’ counsel. 
MR. BROOKS: Well, counsel is looking for it. 
: You have to give us a moment. 
(Pause) 
MRS. LICHSTEIN Is this the document you are 


referring to, Mr. Beebo? 


MR. BEEBE: Yes, thank you, Miss Lichstein. 


Schuette—direct 


Q I show you a copy of a memorandum dated January 13 


1969, the re line is McDonnell & Company and ask you if 


those are your initials on the bottom. 
A Yes. 
Q Is that the memo you are referring to? 
A That’s the one. 
MR. BEEBE: I offer that as the next plaintiffs’ 
exhibit. 
MR. BRCOKS: No objection. 
(Plaintiffs' Exhibit 37 is received in evidence.) 
Q Does that remind you that Mr. McKay reported 
to you that the firm needed a millicn seven hundred thousand 
dollars in order to coma down to the 2,000 per cent limit? 
A That's what it says, yes. 
Q McDonnell & Company planned to raise $1,700,000 
to make up the deficiency? 


A That's what he told me, yes. 
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Q Did you know before Mr. McKay telephoned 


that there was an apparent net capital violation at 


P08 CRE Re BETAS Mn NE EB. BEG waral e 
‘ 


} McDonnell & Company? 4 

A I don't recall. 

Q Sir, before January 13, 1969, was there any 
time that you had heard any inkling that there was qoing 
to be a report of 2 net capital violation at 
McDonnell & Company? 

A Before January 13th? Yes. 

Q What was tha*? 

A I believe Mr. Carley in the examin s 
department indicated to me that the auditors would 

probably or possibly report a potential capital violation. 


Is Mr. Carley the man who prepared the white 


That's correct. 
The one previously marked here Exhibit AA. 
Was Mr. Carley at the scene at McDonnell & 
- Company during the course of the audit? 
: A To the best of my knowledge, no. 
Q Where did Mr. Carley learn that they were 


going to report a violation? 


A Anything I say would be an assumption. 


Q When did Mr. Carley tell you this? 


Schuette-direct 
Y don't recall. 


Sometime before you got the cali from 


Yes. 
A week, two weeks? 
I don't recall. 


Can you try and pinpoint it somewhat. for 


Impossible. 


What did Mr. Carley tell you? 


A As I suggested before, that the auditors were 


possibly going to report a potential capital violation. 
Q Was Mr. Carley in touch with the auditors? 
Was that part of his job? 
A I don't know what Mr. Carley's specific 


job was. 


(@) What would be the occasion of Mr. Carley 


talking to the auditors? 


A Anything I tell you is surmise cn my part. 


Q Well, sir, was Mr. Carley par: of the 
department that you were working in? 


A No. He was part of the examine: 's depart- 


What was his occasion for calling you to 


Cae tiel 
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tell you this? 


MR. BROOKS: I object to the question. 


COURT: It has heen answered already. 


SR Eee Wate sek so. Lael bs Maas ih den ga 


Q occasion was to bring you up to date 
to this development. 
A That is correct. 


Did you write any memo about that ccnver- 


I don't recall. 
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What did you do with the information when you 


I don't recall. 
May I follow that exhibit with you fora 
minute? It says: 


“MeKay has been informed that upon 


analysis of their questionnaire he, a representati 
their auditors, and whoever else he feels is necessrry 
will be reauested t: come to the exchange and discuss 
with us our analysis of the questionnaire." 

Who informed McKay of that? 


A: I probably did. 


0 Did Mr. McKay tell you in that conversation 


how he planned to raise $1.7 million or how the f 


planned to raise it? 
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I put down what Mr. 


@) There is nothing in 
as I see it. 


A Then he didn't tell me. 


‘) Did he make any argument 


McDonnell & Company should be exempt 
cent limit? 

A No, he did not. 

Q Did he askyou to suspend 
McDonnell & Company? 

A He did not. 


) id he tell you in words 


going 

he talked about, 

informed about the fact the 
a violation? 

BROOKS: us 

anything 


sbout peaple 


ust te ahkout 


auditors 


object ta the chara 


McKay told me in my 


about that subject, 


with you that 


from the 2000 ver 


the rules 


as to 


or 


to contribute 


according to this memo, woul< 


were goindc to 


contributing 


a 
raising $1.2 


Pretty -- 
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or institutions or whatever source he had for the $1.2. 
million that was going to be raised, these people or 
institutions or whatever you have, being told by himor 
anyone at McDonnell & Company what the situation was at 
the company? 

MR. BROOKS: BE deiecs to the question. 

THE COURT: No, overruled. 

Did he say anything in this area to you? 

THE WITNESS: No,he did not. 

Q Did you say anything to him? 

That was not my concern. 
Q I take it you did not say anything to him? 
No. 


Whose concern was it? 


Division of finance was the devartment or 


*he organization or the group of people that were 


responsible for the capital area. 
Q Could you make another try thouch? r 


whose concern it 


THE COURT: I's: not sure you and the witness i 


* ee or 
Pts? 


question, you said it waa not your concern. 


XY take it you meant it was aot your reeponsibi lity? 


Schuette-direct 
Yes. 


My question is whose responsibility was it? 


I and I said the financial division. 


Q Not the member firm division but the financial 
division? 


A The financial division was a part of member 


Q Now I'm somewhat lost. You were not part 
of the finance division; is that right? 

A 

Q Do you know ifanyone at the division of 
finance informed these potential investors of the condi- 
tion of McDonnell & Company? 

ORS : I object. We have not 
any potential investors. 
THE COURT: Sustained, 

Qo he firm is currently raising one point two 
million api . and is looking fer © 
especial! in view of the two partners who are 
and taking some 340 


irected to the firm 


dea Tete ta tas eee Reet SR PaRR Tt Et 
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ror? 


Schvette-direct 862 
anyone at the exchange informing the people or whoever it’ 


was that -- 


MR. BROOKS: I object to the question. 


We have heard testimony to the effect that you can 
raise capital internally simply by selline securities and 


removing a haircut. There is no assumption ot be 


drawn from this language that there is any people involved. 


MR. BEEBE: I would beg to differ. 


-and is looking for other funds." 


THE COURT: You are dealing with this witness 


and his state of knowledge and his responsibilities. 
Go ahead on that basis. 


Q Just trying to exhaust your knowledge, sir, 


know of efforts made by the division of finance 
to inform the veople from whom the 1.2 million was 
being raised? 

I will withdraw the question and start 


that again. 


G Do yeu know if he was going to raise funds 
or he was talking about raising funds cutuide of the 
firm? 

A Mr. Mevay said tho *irm was trvine te 
raise money. That ie as far as ov interest went. 

" Whe were the two partners who were iaavine 
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and taking some $400,000 with them? 


A I have no idea. 

Q Did Mr. McKay explain to you how he intended 
raise the balance of the funds that are indicated 
necessary here? According to this memo ii: says 1.7 
necessary to bring the ratio up to 2000 per cent, and 
is raising 1.2 million. I take it the difference 
a half million dollars. Did he explain where the 

balance was coming from? 

A I believe that was Mr. McKay's business. 

He didn't explain to you? 
No. 
And you didn't ask? 

A No, I didn’t. 

Q You talked about having heard from Mr. Carley 
before this, yeu don't know when, about this impendina 
finding by the ditors. Was this the first time, this 
January i3th conversation, that you heard 


one 
Mr. McKay about 


Q Let 3 ghowyou a memo dated January 
opening line is “Txlxed totay with fom Mctay.” 


. 
refreshes your secollec- 


ere teethts Gece testt Cee ee HEME SEES 


Ft, F4 TE aaE Wee Paes, % * 


ee ee 


et ee te eer eae 
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Yes. j 


You say yes, it does refresh your recollection? 


Yes. 
Q That's a memorandum of an earlier conversation 
you had with Mr. McKay on the same subject, isn't it; 
sir? 
A Yes. 


Q Those are your initials on the bottom, is 


that right? 
A That's correct. 
MR. BEEBE: I offer that as the rxt 


exhibit. 


BROOKS: Is the attachment offered 


MR. BEEBE: Tnat's how w 
Brooks. I notice the numbers ar 
document production. If it came 
exchange files that way, which is apr 
we received it, I would offer it with the etachment. 
Why con't we have voir dire and ask him if the two are 


related. 


cis, Bey ote Be Mey S : ms - ss 
Core cls that © £343 


eechange attached to the mers 
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| A It has no relationship. 
Q They are completely unrelated. 
| A I beg your pardon. They are related but 
they are not related to the document per se. 
i. | MR. BEEBE: I'm willing to pull them apart. 
: | I offer the first pace. 
| THE COURT: Received. 
4 (Plaintiffs' Exhibit 38 was received in 
ji 
| evidence) 
. | Q Does this remind you that you had a prior 
i! 
i conversation with Mr. McKay on the audit that was about 


to be finished? 


A It does. 


Q On the subjeet of the second extension? 


A Right. 


that 


Q Andyou informed Mc™ay, didn't you, 


rurther extension would be granted for typing and 


therefore the firm would be delinquent in filine the 


Q And vou discussed the content of the report 


with Mckay Did you have a copy of the report at that 


* bel 


point? 


westgetiw Bocas FAs = eioesestet 24. COR Sees S30 
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Did you have a draft? 
Ho, I did not. 
Did McKay? 
No -- I don't know. 

Q How did you discuss the content of the 
report with McKay? 

A He was telling me. 

Q How gid he know the content, do you know? 

A I don't know. 

Q It says, "And it appears that the firm wi” 
be in violation of the capital rule after all short 
differences are charged to capital." 

Did you discuss that with McKay, too? 
This is apparently what Mr. McKay told me. 

Q Then it gees on in the last paragraph to 
say “McKay indicated that the recently filed documents 
for an additional $1 million in capital and are 
further negotiating with an institution for more 
subordinated funds.” 

I have reed that exactly, althouch 


cocumant s 


Sentero ete enh amnervreaige action emi eee mntemi ena hee 


is eanmital? 
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Q Generally. 

A The subordinated lenders or anybody who 
was putting capital into a firm had to file documents 
with the secretary's office. 

Q Would it just refer to subordinated lenders, 
wovld you'know, sir? 

A I believe it would, yes. 


Q And it says -- I assume they, the firm, we 


negotiating with an institution for more subordinated 


funds. What institution was that? 

A I have no ides. 

Q Now, at that point did you discuss 
Mr. McKay at all what the subordinated lenders 
were the subject of this discussion were being 


A XY dia not. 
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Would you explain why you didn't? 
MR. BROOKS: EZ object to that. 
That was my business. 
THE COURT: Overruled. Go ahead. 

Q Mid Mr. McKay inform you that he was bringing 
those subordinated lenders which were the sub:ict of 
this conversation in’this memo up to date on recent 
developments? 

A I @Gon'’t recall. 

Q Didn't you put everything in this memo that 
he told you in the conversation? Were there some 
things you left out? 

A Conversations may well have contained social 
pleasantries, and so forth. 

Q Putting social pleasantries aside for the 
moment, though, sir, there is nothing in there that I 
can see about what he was coing to teli 
Is there anything in there? 

A There is not. 

tOOKS : There is nothing 


Subordinated lenders, either. I object 


FERRE: 
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getting pretty fine on. 
THE COURT: The exhibit speaks for itself. 
Q The question, sir, is: You said you don't 
recall. Do you know as you sit there of anything he 
told you about what this institution, or the individuals - 
from whom the subordinated funds were coming, what they 


were told about McDonnell & Company, if anything? 


A I don’t recall him telling me anything. 


Q You told us what you did with the January 
13 memo, which is the first time you recalled that he 
telephoned you. I notice on the copies on that memo 
there is no indication for Mr. Bishop. I thousht you 
said it went to Mr. Bishop, or at least was circulated 
to him. Would that refresh your recollection that it 
was sent to the people shown on the copies, who I 
believe were Mr. Schroeder, Newman, Spies and 
A Yes. 
Those are thepeople who got it? 
Those on the list obviously dot 


Did the higherups also get it? 


What did you do after the January 9° conver-~- 


a a 


mm, Which was four days earlier? What 


with the information that he gave you, 


oF 
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be in violation of the capital rule after short differences 


are charged, according to the auditor? What did you do 


with the information? 


A Anything I tellyou would be a supposition. 


It could have heen any of a dozen different thin 
with that information. 
0 I am not asking about any supposition. 
Tell us precisely what it was that you, the New York 
STock Exchange did as best as you can recall? 
A In this specific instance? 
MR. BROOKS: I think he has exhausted his 
recollection. 
MR. BEEBE: I would like an opportunity to 
probe, but apparently I have cone as far as I can. 
Q Did there come a time when you had meeti 
at the New York Stock 
January 13 meme ~- you remember, where 
report comes in they will be called in for discussions 


A Yes. 


Q Those discussions took slace, 
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the end of January, at which the firm was represented, 


the auditors were there, and members of the staff of the 
stock exchange were there. 
Q Who called the meeting? 


A I believe I called the meeting. 


Q Was there any discussion of raising capital 
at thet meeting? 
A Vas. sir. 


@) Would you relate for us what the discussion 


| A Specifically, Mr. Bishop came into the room, 


and indicated to the officers of McDonnell & Company that 


they had to raise a specified amount of capital by such and 


such a date. 


Then did he leave? 


Yhen he left. 


Was there any preliminary discussicn by Mr. 


aid this? 


Did he in that speech that you have just 


anything about how the capital was to be 


q Dia he say ore word that you can recall 
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about informing the capital investors about Meneame Lt 
& Company's ee 
A I don't recall. 
‘MR. BROOKS: I object. There has heen 
no indication of capital investors so far in the record. 
MR. BEEBE: There was a discussion 9f 
subordinated funds in here. 
Q Is one of the way ~~ 
THE COURT: The answer is that he didn't 
sav aiything on that subject at all specifically, generally 
or any other way. tsn't that it? 
Q That's how I hear it. Did the Judce just 
summarize it correctly? 
THE COURT: Mr. Schuette, in connection with 


the statement about raising funds, was anything said 


about informing anyone? 


THE WITNESS: No, I said. tT said no. 

Q Was-the firm, according to the auditor's 
report, im a weak or a poor capita vosition as of 
October 31, 1968? 

MR. BROOKS: I object, your Honor. 
THE COURT: Sustained. 
Q Could you explain what your conclusion was, 


reviewing the auditor's report, as to the firm's 
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capital position? 


MR. BROOKS: I object, your Honor. 


There has been no foundation to show Mr. Schuette 


ever saw the auditor's report as such. 
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Q I skow you a copy of what's previously been 
marked Exhibit Z, I beliave. I ask you if you saw that 


at that time in the course of your duties as ccordinator, 


and ask you if that is the report Mr. McKay was talking 


about (handing to-wit ness). 

A I don't know. 

Q Sir,ara you familiar with auditors' reports? 

A Yes, I am. 

’ QAnd was McDonnell & Company one of the companies 
under your duties to supervise as a ccordinater? 

A That's correct. 

Q That was intreavced by the stock exchange as 
the audit of McDonnell & Company. Do you have any doubt 
that that was the audit? 

A I have no doubts if you say so. 

Q And was it your practice and procedure at that 
time to receive the audit when it came in? 

A It was not, 

Q Did you receive the audits of any firms when.. 

‘they came in? 

A Never. 

Q Were the audits forwarded to you when a firm had 
a serious problem? 


a They were not. 


Schuette-direct 

Q What was forwarded to you in the way of infor- 
mation about the results of the audit, if any? 

A A summary of the white sheet. 

Q I have here whats been marked by the exchange 
as Exhibit AA. I believe Mr. McElroy testified that was 
the white sheet. (handing to witness) 

Is that Mr. Curley's summary of the white 
sheet? 
a It appears so, yes, sir. 

Q Did you receive that en er about the date 
indicated, January 27th? 

A I don't receive the white sheets. 

Explain what you do receive. 
THE CQIRT: He said he received a surmary. 

A z received a summary of the white sheet. 


Q I don't happen to have the summary handy,but 


the white sheet I believa had on the ratio as of October 31, | 


1968, one net capital ratio figure of 3,992 per cent, 
and another ene of the 2,771 per cent: was that tha sams 
information given te you in the summary? 

A Yes. 

Q Dees that indicate a serious financial preblem 
at McDonnell & Company? 


A It indicates a potential financial problem, yes. 
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Q What is the danger if afirm continues in the 
financial condition indicated by that for---.- 
MR. BROOKS: Your Honor, I object to the use : 


of the term “financial condition." This white sheet 


in all the discussion thus far has indicated that the 


is much different than a financial problem and we ought 
to use the proper term. 

MR. BEEBE: I believe the witness testified that-- 
that is exactly the bridge I was trying to meke by the 
examination, I say that there was indeed a financial problem: 
and not just somes technical problem, ana that the witness 
made that bridge in his testimony. 

I would like to pursue this line of questioning. 


THE COURT: let's find out whether he did or not. 


| 
| 

| 

| 

| 

| 

| 
problem was a net capital problem. I suggest that that | 
| 

| 

| 

| 

| 

| 


Why don't you explore it. 

Q Sir, based en your understanding of McDonnell's 
condition, having reviewed iatecuakion about the company 
since May of 1968, having recommended thz: it ba placed 
on restrictions, having received a summary of the audit, 
were you in a position to consider its financial cendition? 

A Financial condition, no, sir. 


THE COURT: We will take our recess now, ladies 


and gent lemen.) 


Schuette-direct 
(Recess.) 
BY MR. BEEBE: 
Q Mr. Schuette, before the break this afternoon 

I was asking about your attendance at various meetings 
in January, and I show youa memorandum dated January 28, 
1969, and ask you if that is a review that you made of 
McDonnell's finahcial questionnaire in preparation for 


thae meetings, or for a mesting? 


A It was net my responsibility to review the 7 
« 


questionnaires. 

Q You say it was not your responsibility? 

A To review the financial questionnaire, it was 

Q Okay. That is your signature on it, isn't it? 

A That 's correct. 

Q Your initials? 

A That's correct. 

Q Is that your handwriting that seys “net arch 
16 million“ and so on? 

A It appears to bs it, yes. 

Q And the word "charged" next to the short 
differences, is that your handwriting? 

A Yes, sir. 

MR. BEEBE: I offer that as the vlaintiffts’ next 


exhibit. 
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MR. BROOKS: No object ion. 
(Plaintiffs' Exhibit 39 received in evidence.) 
Q You say it was not your responsibility to make 
a review. This is signed by uae: and it starts "A 
preliminary review of the examiner's analysis of McDonnell's 
financial cuestionnaire showed the following" and there is 
a list of items. Was that part of your responsibility, 
to review the examiner's analysis? 
“A The finance division reviewed the examiner's 


analysis. 


Q Could you explain what the occasion was then for 


your preparing this memo? 

A Specifically? 

Q Or generally, if you can't specifically. 

A I may well have talked to Mr. Curley about this, 
or to Mr. Spies about this, to get their impression of 
their analysis, or of the analysis, of the financial 
questicnnaire. 

Q You did prepare this memo, didn't you? 

A Yes, I was supposed to be informed of what was 

‘ going es at the firm. 

Q In other words, they informed you and you prepared 

this memo? 


A Yes. 


Schuette-direct 
And then what did you do with the memo? 
I probably put it in my file. 


What was the purpose of preparing the memo? 


To add to the information that we had on the firm. 


Was it circulated to anyone else in the member 
firme department? 
A I don't recall. 
Q. The last paragraph reads "It was determined 
that when the examiners complete their analysis and 
white sheet of the report a meeting with Thomas McKay 
and other vertinent partners would be held with GHN to make 
certain additional: capital was being obtained to put the 
firm on sound footing." 
Who made that cetermination? 


I would guess Mr. Newman. 
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Q and was the firm on sound fect ng at the time 


January 28, 1969? 


A On the basis of the financial questionnaire it 
was indicated that there was a net capital violation. 

Q My question is was it on sound footing? 

A I thought I answered that. It was apparently 
a net capital violation. 

Q I hear oe saying that. Does that relate to 
sound focting? 

A XL don't think I was to be a judge cf that. 

-« In your memo here you said, "To make certain 
additional capital was being obtained to put the firm 
ca sound footing." Zs it fair to sey -- 

A I assume this meant that their capital, petential 
capital violation was either eliminated, if it existed, or 
their capital ratio was brought up to the exchange ‘'s re- 
quirements. 

Q They were not on sound footing at that point, 
were they? 

A I was not ina position to determine their 
financial sound footing. 

Q I am only asking because it is in the memo. 

THE COURT: Mr. Beebe, this is argumentative. 
He said what his answer is. You can argue the characterizaticn 


| 


‘ 
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of it at a later time. 
Q Moving ahead, Mr. Schuette, did you then have 
this meeting with the McDonnell & Company people, and 
I show you a memo which we have marked for identification 
asme of the plaintifés’ exhibits dated Januay 29, 1969. 
Your name is one of those present at the meeting. Is this 
a memorandum of that meeting? 
A Yes. 
MR. BEEBE: I offer that as the next exhibit. 
MR. BROOKS: May we see copies, Mr. Beebe? 
(Pause) 


MR. BRCOKS: No objection. 


| 
. 
| 
| 
q 


(Plaintiffs* Exhibit 40 received in ities 
Q Have you had a chance to look at this memorandum 
before today? 
A Yes. 
Q Recently? 
Yes. 
How recently? 
A Within the last week. 
Q Does this memorandum record everything that went 
on at that meeting as best you can vecall it? 


A I don't know. 
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Q Do you know of anything that is net 
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memorandum that went on in the meeting? 

A Zz don't specifically recall. 

Q Do you recall anything generally that went on 
at the meeting that is net recorded in here? 

A Yes. 

Could you tell us what it is? 

A There was some discussion between the-auditors, 
the firm and Mr. Newman and Mr. Beliekow about what 
constituted good capital in certain areas. 

Q What areas was that? 

A ‘Specifically, the discussion was about receivables 

Q Apart from that discussion with the avditors 
about receivables, was there anything else that's not in thi 
memo that went on in that January 29, 1969, meeting? 

4 I don't es 

Q Going back to Exhibit 39, your memorandum of 
the day before, January 28th, cdo you have that in frent 
of you, sir? 

A Yes, 

Q You mentioned it was your handwriting that wrote 
“charged.“ Did that mean that the short differences were 
beingcharged to capital? 

A The word "charged" meant that somebedy told me 


that the short record differences were charged, and ft made 


. 
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a notation of it. 

Q A hundred per cent? 

A I have no idea. 

Q Who told you? 

A Whoever I discussed this with, whoever examined 
the white sheet or the finance section, either Mr. 
Carley or Mr. Spiss. 

Q Do you know if there came a time when that 
determination was reversed or altered? 

A I don't recall. 

Q And lookirg still at Exhibit 39, sir, what 
is the capital ratio if the differences are charged? 
3,992 per cent? 

A 3,992, yese 

Q Did you pets your discussions of imposing 
restrictions on McDonnell & Co. in January? 

A I don't recall the specific time. 

Q Now, was there a determination that there nad 
been a net capital violation in January, 1969? 

A I think that determination is made by the toard ~ 


of Governors. 


Q Is that determination, based on what you have seen ; 


at McDonnell & Company, in 1969 a matter of semantics at 
that point? 
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MR. BROOXS: I object to the question. 
THE COURT: Yes, sustained. 

Q _ What processes go on between the time that you 
received the information as a cocrdinator about McDennell 
& Co. and the time that there is some other determination 
as towbether or not there is a net capital violation? 

a The Division of Finance sends out a letter to 
the firm indicating that there is an apparent capital 
violation and they request the firm to answer or explain 
why this appears to be so. 


Q And whet happens after that? 


A Usually a lot of discussion between auditors, 


examiners, Finance Division on what constitures geod 


capital. 

Q And then does it go*to the Borord of Governors? 

A I assume once -acdeterminaticn is made the 
Gepartment of member firms submits a recommendation to the 
Board of Governors, yes. 

9 I thought you said that the Board of Governors 
makes the determination? 

A I don't think -- I didn't say that. 

Q Who makes the determinatisa? 

A I beg your pardon, the Board of Governors makes 


the determination; the staff recommends or suggests to the 


eens ate pt EC ee 
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Board of Governors that a violation exists. 


Q Was McDonnell & Co. losing money in the closing 
maths of 1968, sir? 

A I don't know. 
2 Q On the bottom of Exhibit 39 there is your hand- 
written note, "Net worth 16.6 million." You said the purpose 
of this memo was to bring the files up to date. What was 
the purpose of writing that letter? 

A I assume whoever gave me the information on 

the analysis of the examiner's analyis gave re that in- 
formation also. 


Q Does “hat relate in any way to the sound footing 


that the firm was on or wasn't on? 


A I think we are getting into a matter of semantics 
g g 


Q Maybs we are. I am just asking. Ys there any 
relationship? 
MR. BROOKS: I object to the quasticon, your Honor. |, 
THE COURT: Put it again from the beginning, please. 
Q Certainly. Is there any relation between the 
firm's net worth and whether ee not it is cn sound financial ‘t 
footing? i: 
MR. BROOMS: Your Honor, I object. There is no |i 
financin) near the word sound footing in the memo. I thought 
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we had determined a while ago that this was just a term 
that Mr. Schuette had used haphazardly. 


MR. BEEBE: I think the words have to be 


THE CCURT: You are trying to establish what 


| 

| 

| 

| 

carefully chosen, your Honor. | 


the facts are. I don't think there is a sufficient 
foundation for the question you put way back, so I will | 
oakeda the objection to it. 

o) Sir, I will ask it very simply. Why did you , 
write down what the net worth was? : 
A Because gomabody in analyzing this white sheet, 
and so forth, told me that the net wath was 16.6 million. 

Q How is it relevant to what you were doing here? 
A Not at all. I doen't see any relevance. 
Q The aggregate indebtedness at the time was 
$114,000,000, wasn't it? 
A I don't know. 
Q On the top of that sheet is indicated “aggregate 
indebtedness *114,716,000." 
A That's what it says. 
MR. BROOKS: If we are going to read the document 
I think it speaks for itself. 
THE COURT: He is going to put a question on it. 


Go ahead. 
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MR. BEEBE: I can't do things out of context, 
your Honor. | 

THE COURT: Go ahead. 

Q My question is, and I believa I just asked you 
what the celationship is between aggregate indebtedness 
and net worth. 

A Na don't see any. 

Q Are you familiar with a decument known as 
knowledgeability letters? 

A Yes. 

Q Did the exchange have a practice under certain 


conditions of requiring firms that were raising funds to 


| 
| 
| 
| 
| 
| 


provide the exchange with a memorandum nots, “nowledgeability 


letter? 

MR. BROOKS : I cbject to the cuestion unless 
we get a date that goes with it. 

MR, BEEBE: Your Honor, I am glad to interject 
a date but I would like the opportunity to finish my 
qu stions. 

MR. BROOKS: I'm sorry, Mr. Beebe. I thought you 

Q Limiting ourselves for a moment, sir, was this 

practice in effect fer some time at the exchange, say, the 
middle of 1969? 
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A I couldn't tell you, Mr. Reebe. 
Q Well, then, let's talk about what you know about 
_ knowledgeability letters... What were the circumstances 
when knowledgeability letters were required from the 
potential lender? 
MR. BROOKS: Your Hmor, I don't think we havea 
ever determined that they are required. 
THE COURT: Yes, sustained. 

Q Were there circumstances when the firm -- that 
was the question that was interrupted. Let me start that 
question in a ceneral way ieee 

Were there certain circumstances when the 
New York Stock Exckenee required firms to furnish 
b unowledgechi tity letters? : 


A There were. | 


we 


Q ‘iatonce iinee nov IdRnLaey ib ebane required 
when the firm was going aftex additional subordinated 
lenders? 

A I don‘t know. 


Q Let me direct your attention to pege 46 of your 


depositicn which you gave earlier under oath in this case , 
; | 
I believe on May 3, 1973. Do yourcall giving that deposition? 


A Yes. 


| 
| 
| 


QO Earlier it was established that the date involved 
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was 1969. “Was there a practice and procedure at the — 
exchange to that effect" -- that is requiring knowledge- 
ability letters -- "as ef 15697" 


Then reading on 146, this is your answer, "The 


exchange under circumstances would require a firm going 


after additional subordinated lenders to provide the 
exchange with a memorandum or note or letter or something 
to the effect that they were aware of the financial con- 
dition of the firm they were putting money into." 

Was thet your answer? 

Yes. 

Was that true? 

To the best of my knowledge, yes. 

Still true today, isn’t o? 

YeSe 

"9 Your answer referred to the firm under cir- 
cumstances." You probably reant under certain circumstances « 
What would be the circumstances when a firm would be re- 
quired to give knowledgeability letters? 

MR. BROOKS: I object, your Honor. The transcript 
reads "the exchanges under certain circumstances would 
require." 

MR. BEEBE: That's my question. What are the 


circumstances when the exchange required it. 
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THE WITNESS: I don't know, Mr. Beebe. 


Q You don't know what you were referring to when 


you gave this answer? 
A Yes, I one what I was referring to. 
Q What circumstances were you referring to when 
you gave that answer? 
A General knowledge of the types of circumstances, 
that's about all, 
“9 Well, whit were the types of circumstances, sir? 
A The firm had a case befere the SEC, some lawsuit 
against the firm, capital ratio problems; many of then. 
Q Capital ratic problems was one of them, wasn't it?! 
A Yes. 
Q McDonnell & Company had a capital ratio problem 
as of the end cf January, 1969, didn't it, sir? 
A rt appeared they had a capital ratio problem, yes. 


Q Is there any doubt in your mind they did? 


WR RLS PDE UTICA IBID FS OREO NBS Ast AA TOE RET POT ARE 
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A < am not qualified to determine what is geod 


capital or not. 


Q Was there any doubt in your mind they appeared 


to have one? 


A There is no doubt in my mind that they appeared 
| to have a capital problem. 


Q And that the auditors sent an audit which was 


SOUTHERN DISTR 
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zed from you which included the ratio in the 


summari 


summary of 3,900 per cent, a second ratio of 2,700 per cent; 


is that right? 


A That's correct. 


i Q We have talked a lot about knowledgeability 
letters and asked questions about them. Would you or your 


counsel have a copy of a sample of one that was in existence 


at that time? 


MR. BEEBE: That's really directed to Mr. Brooks 


if he has one we could use i arms af the examinaticn 


i here, as a sample. 
MR. BROOKS: Although I would certainly be 


pleased to represent Mr. Schuette, I don't happen to do 


so in this proceeding. I think there was a deposition iS, 


exhibit marked seme time ago which we both should hava 


a copy of. If counsel wishes we will try to find it for hin.] 


MR, BEEBE: I will go ahead and maybe came back 


to that area. I appreciate it. 


Are you represented by counsel here, sir? 
I suspect not. 
Did you think you were before? 
No. 


Have you met: with counsel before this testimony 
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in the last week or 30? 
A Yes. 
Q You have met with Mr. Erooks? 
That's correct. 
How many times? 
A Once. 
Q Do you knew if knowledgeability letters were 
required by the:exchanse in connection with the raising 
of subordinated funds late in January, 1959? 
A Specifically or generaily? 
Q Exther way, sir. 
A Generally, yes. 
Q They were required in this cease? 
Not required, they were requested. 
Who requasted them, sir? 
I don't know specifically who requested them. 
Generally, who requested them, please? 
A I assume Mr. Bishop requested them on the advice 
of the examiners of the Finence Division. 
MR. BROOKS: Your Honor, I have found what Mr. = 
,, asked for, a form entitled “Knowledgeability Letter," attached 


t 


to a letter dated May 21, 1969, addressed to McDonnell & 


Company which was maxked as Plaintiffs’ Exnibit 153. £% wilt | 


B be glad to make my cory available(handing) . | 
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MR. BEEBE: Thank you, sir. 

Q Going back to what you just said, though, you are 
sure that Mr. Bishop requested it. Do you know if they 
were required? 

A I don't believe they were required. 

Q Who was the request made to? 

A I believe the request was made to the firm. 

Q By Mr. Bishop? 

on By Mr. Bishop or whoever he delegated the 
responsibility to request it. 

Q What is the basis of your statement that this 


request was made? Just your recollection of what happened. 


A Just my recollection, yes, sir. 


Q Do you xecall why the request was made by Mr. 
Bishop? Any discussion on the subject? 

A Are you talking specifics or generally? 

Q Start with specifics and go to generals then. 

A I don't recall the specifics. 

Q Moving on to the general area, sir. 


A Again, I generally couldn't tell you why, under 


o-apm aememminscameme _waainte ch ranean ote AO ema 


what circumstances was motivated the request for the 
knowledgeability letter. 
Q In this McDonnell case? 
In this McDonnell case. 
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Q Two of the plaintiffs here tcday, Margaret 
Mary Murphy and Mr. aunts McDonnell. Do you know if they 
executed Lndutiedowabtidty letters? 

A I have no idea. 

Q But you do know the exchange asked fcDonnell 
& Company to get the knowledgeability letters? 

A I am learning something new right now... 

Q I thought you just testified to that. you confuse 
ma. Did you know that Mr. Bishop had asked someone at 
McDonald & Company to get knowledgeability letters? 

A XI did not know. 

Q Did you just testify cencerning McDennell & 
Company and the request for knowledgeability letters 
there, five minutes ago? 

A Could you repeat what'I said? 

Q We will have a record of this tonight and 
we will take a look at it. 

After a knowledceability letter is submitted by | 
the capital contributor to the brokerage house, dees it then | 
go to the stock exchange in the nermal course of the procedi re? 


A I assume that's the procedure. 


unless he has knowledge. 


| 
i : 
MR. BROOKS: I would move to strike the testimony 


THE COURT: Yes, strike it out. 


Schuette-direct 

MR. BEEBE: I am asking-- 

THE COURT: His answer is an assumption and it is 
stricken. 

Q Do you have any knowledge or any experience 
with knowledgeability . cters yourself in the course of 
your being-- 

A No, I have::not. 

MR. LCYLIN: Your Honor, if I may, I would object 
to any questions along this line. He has exhausted the 
knowledge of the witness and we are wasting time. He has 
a witness available to him who knows more about knowledge- 

letters than this witness does. I don't think this 


is the one to get it in. I feel we are going 


MR. BEEBE: Could “you share with me what 


witness I‘have available on this subject? 
MR. LCFLIN: I will leave that to you to work out 


oe 


and I am confident you will be able to. Tt is just not this 


witness. 


Q Did there cone a time when you learned that Mrs. 


needlessly into this. | 
| 
| 
| 
! 
| 


Anna McDonnell and Mrs. Murphy were making subordinated Loans 
to McDonnell & Company? 


A Yes, 


Q When did you first learn that, sir? 
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I would date it somewhere in February, 
Early February? 

A I can't specifically say. 

Q Did you know before then that they were being 
appr cached? 

A XY don't recall. 

Q It wasn't discussed in any meeting you attended? 

A XI don't recall. 

“Q This Exhibit 40, I believe it is, 2 memo of your 
meeting on January 29th with the company, covld you look 
at that for a moment and see if there is anything in 
there about who ae being approached for funds, if any 
persons were being approached? 


A Three existing subordinated accounts. 


Q What are you referring to? 


A The last paragraph. 

Q And the last paragraph I believe, am I correct, 
was added? 

A It was added after, you are correct. 

Q So as of the moting itself there is no reference 
to who was being approached; is that correct? 
: A That ‘s correct. 

Q The Last paragraph reads, “Subsequently today 


the fizm informed the exchange that they wold have 
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$1,500,000 new capital by Friday, January 31, 1969, 
to be placed in three already existing subordinated 


accounts." 


Mrs. Anna McDonnell ane Mrs. Murphy? 
A IX did not. 
Q Excuse me? 


A T aid not, (nos 


Q Did you see this memorandum shortly after it 


was prepared? Were you eon the circulation for this, since 
you attended the meeting? 


A Yes, 
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Q Did you have any information as to whose 


accounts those were? 

A I had no information. 

Q And it wasn't discussed at the January 29 
meeting ? 

A To the best of my recollection, no. 

Q Did you continue to review the condition at 
McDonnell & Co. after January 29, 1969? 

A Yes, 1 did. 

Q In your job as coordinator? 

A Yes. 

Q Did you prepare another one of these 

: information memos you referred to on or ahout February 

20, 1969? 

A Svecifically, I don't recail. 

Q Let me show you this ané ask you if those are 
your initials on the bottom? 

A That is correct. 

Q A memo dated February 20, 1969. Ana@ th se 

' are your initials and your reference to the 00 file up 

in the lefthand corner; is that correct? 


A That is correct. 


Q And a copy to Mr. Bishop. And is that Mr. 


Bishop's capital 3 on there? 
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That is. 
MR. BEEBE: I offer that as the next exhibit. 
MR. BROOKS: No objection. 
(Plaintiffs' Exhibit 41 was received in 
evidence) 
MR. BEEBF: May I read frem this, your 
Honor? 
THE COURT: Yes. 
(Plaintiffs' Exhibit 41 in evidence was 
read to the jury) 
Q Mr huette, was it your understanding at 
that point in January 1969 that McDonnell's back office -- 
THE COURT: February. 


February. That McDonnell's cage was a 


THE COURT: The exhibit speaks for itself. 

Q Apart from what you read in here, is this 
consistent with your information? 

MR. BROOKS: The exhibit, your Honor, doesn't 
even suggest that that's Mr. Schuette's belief. it 
suggests that it's somebody else's belief. 

MR. BEEBE: That's what I am asking the 


witness. 


A Mr. Goldman told me this is what he understood. 
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Did you check it out? 
I didn't check it out specifically personally. 

Q Was it consistent with your understanding 
at that point? 

A More or less, yes. 

Q It refers to a cage. I don't know if we 
defined what the cage is in terms of a brokerage house 
operation. 

A It's usually the area where the certificates 
are handled, and it's behind bars, if you will, tor 
security reasons, so somebody doesn't come up and 
walk away with securities. 

Q The next paragraph says that you indicated 
to Mr. Goldman " We were reviewing the firm with a 


siew towards sible limitations in the liaht of its 


operating diffaculties. He stated he would defer 


any possible action hy the SEC until he knew which way 
we were going.” 
Were you considering possible limitations in 
light of its ceprating difficulties at that point? 
A Cer zainly. 
Q What were the operating difficulties that 
you referred to here? 


A The various fail positions, the inability to 
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compute or to come up with a one-capital position, the 
fact that they had short differences, the fact that they 
were having problems with their computer yet. 

Q This morning we marked or earlier we marked 
as 33A a chronology of events in 1968. Tf you don’t 
have a copy I will give you my copy. Were these the 
same kind of opera ing difficulties that were described 
in the chronology in 1968 that you prepared on October 
28, 1968? 

Substantially the same, yes. 


Had they gotten any better or had they gotten 


YT don't recall. 
During this period, that is late 1968, early 
1969, did the exchange give the assistance to member 
firms who were having capital problems? 
A I don't understand the question. 


Q I'm thinking in terms ofconditional approval 


letters. Are you familiar with conditional avproval 


letters? 
A Yes. 
Q Will you explain to the jury what a conditional 
approval letter is? 
A The board of governors cave Mr. Bishop, the 
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department! of member firms, the right to conditionally 
accept for approval additional capital for a firm without 
the usual long waiting periods. 

Q Was this called a special authority? 

A Yes. 

Q And was this special authority in effect 
as to McDonnell & Company in late January 1969? 

A To the best of my knowledce, yes. 

Q Was it exercised in the case of the 
subordinated lenders who came in at that point? 

A Yes. 

Q That would include James McDonnell and Mrs. 
Murphy? 

A I don't specifically recall. 


MR. BROOKS: Your Honor, I object. 


James McDonnell was not a subordinated lender. 


MR. BEEBE: Well, he doesn't recaJl in anv 


What is the need for special authority? 
A The nares of subordinated lenders had to be 
submitted to the board of governors for approval. 
Under the special authority, as I understood it, if the 
secretary's office saw that there were possibly no objec 


tions to the board of governors accepting the person 
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as a subordinated lender, the department of member firms 
could therefore conditionally accept their capital 
contribution conditionally as good capital. 
Q. I read you from your testimony, sir, page 160: 
"Oo Could you tell me what you mean by 
conditional approval letter? 
"A During this period McDonnell & Company, 
as with all those firms that were having capital problems 
were -- I don't know how to put this -- being given 
assistance in terms of improving their capital position, 
and Mr. Bishop had special authority, as I understand 
it, from the board of governors to conditionally approve 
alliea@ members bringing new capital into a firm that 
had capital problems." 


A That is substantially what I said. 


Q That's true as I just read it? Ten’? trat 


accurate? 
A Yes. 

MR. BROOKS: Your Honor, I object to reading 
and suggesting it was different from what the witness 
just testified to. It seems to me to be exactly the 
same. 

MR. BEEBE: It hink it's quite different 


and I think it speaks for itself. 
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THE COURT: The. jury's recollection of the 


testimony will govern. They are the ones to make that 
decision. ‘ 

Q Sir, you mentioned you keep exchange of 
information between regulatory agencies in connection with 
a document that appeared to be in the SEC format. 

Did you also keep the American Stock Exchange 
generally informed of what was transpiring at McDonnell 
& Company? 

A X don't recall. 

Q que ae the general practice, though, to keep 
the American Stock Exchange informed of problems 
that would be encountered if a firm was a member of 
both exchanges? 

A * Generally, yes. 

Q I show you a memorandum and ask if this has 
your initials on it, entitled "McDonnell & Company"? 

It has previously been marked for identification. Is 
that your signature, sir? 

A That is correct. 

Q Was this also sent to the OO file hy you? 

A Yes. 

MR... BEERE: I offer that as the next 


exhibit. 
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MR. BROOKS: I have no objection. 
(Plaintiffs' Exhibit 42 was received in 
evidenc ) 
MR. LOFLIN: May I ask a question on voir 
dire, please? 
THE COURT: You may. 
VOIR DIRE EXAMINATION 
BY MR. LOFLIN: 
Q Do you know who you got this information 
from? 
A I don't recall specifically. I talked to 
Mr. Shippy. It may well have been ~~ % forget the 
gentleman's last name. James something. ine may well 
have been Vernon Lee. 4, @0n' t) Know. 
Q Is Mr. Shippy from the American Stock 
Exchange? 
A Yes. 
Q It may have come from him? 
Yes. 


On the other hand it might have come from 


It may have. 


source? 
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No. 

Q In any event, I gather you feel confident 
this information came to you from some official of the 
American Stock Exchange? 

A Yes. 

MR. LOFLIN: I have no objection. 
DIRECT EXAMINATION CONTINUED 
~=é&BY MR. BEEBE: 

Q Who is Mr. Lee? 

A An officer of the American Stock Exchange. 

Q Is his last name Lee or was his last name 
Arnie? 

A Mr. Lee, Vernon Lee. 

Q And Mr. Shippy, is he an officer of the 
American Stock Exchange? 

A No, I don't believe he was an officer. 

I really don't know how to classify it if they are 
officers or employees. 


Q Who is Jim? 


A My memory slips. I don't recall. 


Q He was an employee of the Anerican Stock 
Exchange? 


A Junior officer of the American Stock Exchandae, 
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@) Did you mention the name Bernie, the last 
name after Jim or was that Vernon Lee? 

A | Vernon Lee is what I said. 

Q Were you in reqular communication with 
them in the course of your affairs? 

A I guess it depends on the definition of 
regular. ’ 

Q Could you explain how freauently you communi- 
cated with them? 

A Probably several times a month. Different 
matters. 

Q Was McDonnell & Company one of the matters 
that you communicated about? 

A I don't specifically recall. 

Q _ When you were in charge of McDonnell & 
Company and there was also a member of the American 
Stock Exchange, would the subject come up? 

A It may well have. 


Q Did you keep the American Stock Exchange 


informed in 1968 and 1969 about any adverse developments 


at McDonnell & Company? 
A I don't specifially recall. 
Q Did you keep the SEC, particularly Art Goldman 


of the SEC, informed about what you were learning in 
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January 1969 about McDonnell & Company? 

A No. 

Q Why not? 

A Because that wasn't my responsibility. 

Q Why did Art Goldman talk to you on February 
20, 1969, as indicated in this exhibit? 


A Because among the various reaqulatory bodies 


the American Stock Exchange, NASD, the SEC and the New 


York Stock Exchange, we had a contact list of perscns 


in the other organizations which we could contact Lf 
we felt we would get some information from them or if 
some information we had was pertinent to them. 

Q And you were on Mr. Goldman's list? 

A Apparently I was on Mr. Goldman's list. 

Q Whose responsibility was it at the exchange, 
if anyone, to tell the SEC about what you were learning 
in January 1969 about McDonnell & Company? 

A I have no idea. 

Q In the last paragraph of Exhibit 42 -- let 
me read all of Exhibit 42. It's very short. 

(Plaintiff's Exhibit 42 in evidence was 
read) 

Q What was the development? 


A . This information that I received. 
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Q About the SEC or the Amex, which information? 
There seems to be a lot of information. 

A The information that the Amex is exploring, 
the McDonnell situation relative to the Washington, D. C. 
office and that the firm's margin department was a mess. 
Also understood that the Amex was to confer with the 
SEC concerning McDonnell's margin operation. 

Q Were you interested in bringing to the 
examiner's attention the fact that the SEC was concerned? 

A Absolutely. 

Q , Why were you bringing that to Mr. McFlroy's 
attention? 

A Because Mr. McElroy and a fellow examiner 
were in McDonnell & Company's offices at the time. 

Q Why was it absolutely important to bring it 
to their attention, the SEC interest? 

A Because if there is a marcin problem, if 
there is a problem that's been discovered by somebody 
else, itS our responsibility to find out if indeed a 
problem does exist. 

Q Did yon pick up the phone and call anyone 


at the SEC concerning what your examiners were finding? 


A No, not specifically that I recall. 


Q You said that was someone else's responsibility? 
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Yes. 


Can you pinpoint whose responsibility it 


A I cannot. 


Q Was McDonnell's net capital problem solved 
by the funds that were -- subordinated funds that were 
put in at the end of January? 

MR. BROOKS: I object. Vie haven't seen 
there were any subordinated funds so far with this 
witness. There is no foundation for this question. 

MR. BEEBE: We have evidence over this 
past week exactly about this. 

THE COURT: I know but you are talking about 
this one witness. Objection is sustained. 

0 You testified, haven't you, sir, that you 
learned at one point there were three subordinated 
lenders at the end of January 1969? 

A That's correct. 

Q .» And two of them were Mrs. Murphy and her 
mother? 

MR. BROOKS: I object, your Honor. 


THE COURT: Yes. He said he doesn't know 


Is that right? 
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THE WITNESS: That's right. 

Q You don't know who they were. In any case, 
did the funds that came in at that point solve the net 
capital problem? 

A It wasn't my responsibility to watch the 
firm's capital input and output in terms of its capital 
position at every point in time. 


MR. BEEBE: May I have the question read 


(Question read) 
THE COURT: Objection sustained. 

Q I show you this document, Plaintiffs' 
Exhibit 42 for ie@entification, and ask you if those 
are your initials up there inthe corner? 

A They are not. 

9 Whose initials are they? 

They are my initials but not my handwriting. 
I just meant were they your initials. 

A They are my initials. 

Q What do the initials up at the corner 
of the document like this when they are your initials 
mean in your department? 


A If my initials are up there and they are 


in my handwriting, it means that I have read the 
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document and have told my assistant to post it in the 
files, post the document into the files. 
Q I believe you told us that. I am asking 
you when somebody has written your initials there is it 
a routing to you? 
A No. 
Q What purpose is served by the procedure. 


A I don't follow what you are getting at. Why 


pe hr Way AT aa ere 


my initials are up here? 
Q Yes. 
A I have no idea because it's not my handwriting. 


Q You were, of course, well aware of the 
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contents of this letter, weren't you? 
A Yes. 
MR. BEEBE: I offer that as the next 
exhibit. 
MR. BROOKS: I have a technical problem 
and a more substantial one. I believe it has heen 
described as Exhibit 42. We already have an Exhibit 42. 


THE CLERK: It will be 43 for identifica- 


THE COURT: What is the number on this? 


THE CLERK: 43 for identification. 
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MR. BROOKS: T don't think it's a 
sufficient aieciletion to have Mr. Schuette tell us that 
he was aware of the contents, without any more, toct 
the letter admitted. 
MR. BEEBE: I believe since this was 


in his department and Mr. Spies, I believe, was 


another employee in that department, it's all part of the 


same package. 


THE COURT: Let's cut the Gordian knot by 


recessing for the evening. 

Ladies and gentl nen, we stand in recess 
until 10 in the morning. Continue my admonition not to 
speak about the case at home or with anybody else. 

Goodnight. 

Counsel will stay a minute. 

(Jury leaves the courtroom) 

THE COURT: Now, Mr. Beebe, how many more 
witnesses have. you? 

MR. BEEBE: 

THE COUR?D: 

MR. BEEBE: Wait. 

THE one: Let's assume ous have six. 


For example, witr a gentleman like we just had here 


on the stand, can you take every exhibit that you have in 
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mind to put in with him, show it overnight oF prior 
sometime to Mr. Brooks and say are you going to have any 
objection to this, mark it, and at the very beainning 
of: this examination put the whole bunch in. 

Because frankly, We could have done today 
in my judgment jn about 4 third of the time. 


Why we had five minutes on whether this was 


his initials in the corner, what aifference it made, he 


never put jt there: so what, quite honestly- We 
are getting an awful lot of that. 

MR. BEEBE: May I Say coincidentally | 
r handed Mr. Brooks 4 list of precisely that, be fore 
trial started, ana asked precisely that question. 
believe he has it under advisement. 

THE ins Now, next question to you. 
I am not going to try your case. I don't know what 
you have in mind with these six witnesses, but I have 
read your very excellent trial memos t'vo times, I have 
browsed at them on <ne subway. and over the weekend. 
Haven't you got the vast bulk of your case in already? 
All I want to suggest is don't over-try it. 

MR. BEEBE: zt will certainly abide bY that 
for the sake of the jury and everybody else. 


THE COURT: your position here in 


ae 
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is that the exchange knew all about this and had a duty 
to do something and had a responsibility to these 
subordinated lenders and didn't do it. 

Now, you can prove that by ten witnesses or 
can prove it by three. It doesn't seem to me that 
are going to have to put everybody ali the way up 
chain and spend a day and a half for each witness 
go through each witness separately. 

MR. BEEBE: I think I wouldn't be revealina 

anything untoward by saying that Mr. Schuette and 

Mr. Newman are sequential witnesses that take the story 
through from the becinning of 1968 through 1970. Mr. 
Schuette siqns off in about May. We will be done with 
him, we will pick up Mr. Newman and that will create a 
floor of what the facts are. 

THE COURT: The same thing, overnicht, Lf 

you have eight more letters or memos vou want to put in, 
let's have them marked by 10 o'clock in the morning. 


Let Mr. Brooks know this evening by phone call that these 


are the ones you are going to offer and ask if there are 


any objections. 


If you have anything that you want him to 


supplement them with in the way of testimony, get it out, 


Rape geetee—nernins 


but please don't have him just read it and say “Now, 


a 
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is that the fact?" unless that is crucial to you. 

MR. BEEBE: . The only time when I would at 
least pause myself to read it is when having a document 
in evidence, the jury is not going to read every one 
of these ~< 

THE COURT: Read it tothem. The thing 
we waste time cn is they say "Yes, this memo reflects 
what I remember." 

MR. BEEBE: Except to foreclose him from 
coming back later and saying something else. 

COURT: You have this on deposition, 
don't you? 

MR. BEEBE: Some of it, sir. 

THE COURT: If some of ehse ideas fall on 
fertile ground, please use them. 

MR. BEEBE: They are growing 


(Adjourned to May 5, 


mdr 
MARGARET MARY MC DONNELL MURPHY, et al. 
vs. 71 Civ 461 


71 Civ 1940 
MC DONNELL & CO., INC., et al. 


May 6, 1975 
10200 a.m. 


Trial resumed. 


(In open court; jury present) 
HB RB EUR T E. SC Bi ee a eB resumed. 
THE CLERK: Mr. Schuette, you remain sworn. 
MR. BEEBE: May I proceed, your Honor? 
THE COURT: Please do. 
DIRECT EXAMINATION CONTINUED 
BY MR. BEEBE: 
(9) Sir, yesterday I was inquiring about your 
knowledge as of March 1969 concerning McDonnell & Company, 


and whether the capital that came in at the end of 1969 


was sufficient to solve the net capital problem. 


Was that capital sufficient to do that? 
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It depended upon whose analysis of the 
capital position. I assume on the part of the firm it 


was sufficient, but there were probably questions on the 


part of the exchange whether it was sufficient. 


0. Did the exchange take the position, at 
by March 18, 1969, that it was not sufficient? 

A From appearances, that's the position, yes. 

MR. BROOKS: Your Honor, if that answer is 
other than the knowledge of the witness I would move 
it be stricken. If it's knowledge, I think it's proper 
to be received. 

THE COURT: Let's strike it out and see 
where we get on a more firm foundation. The answer is 
stricken. 

Q Mr. Schuette, I ask you to look at the bottom 
of the letter dated March ie, 1969, which has been marked 
for identification. That is Exhibit 43a. 

Does that refresh your recollection that 
“While the amount was considered sufficient to meet 
capital requirements based on the October response to 
the questionnaire it appears the corporation's position 
changed to the extent of such amount, and that such amount 
did not correct the capital deficiency at the time the 


additional monies were contributed. This would lead us 
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to believe that McDonnell & Company, inc., may have been 


in capital violation from the time such was disclosed 


on the October response." 


Wasn't that the exchanse's position at that 


A This'is what the letter says that Mr. Spies 
wrote from the Finance Commission to Mr. Thomas Mckay, 
yes, sir. 

Q Did you agree or disaqree with that? 

A I was not in a position to determine 
was adequate capital. 

Q Excuse me? 

A I was not in a position to determine 
was adequate capital. 

Q You are saying this was outside your 
vou can't speak to that? 

A I can't speak to what is adequate capital, 
that's correct. 

QO You are fully familiar with the net capital 
rule, are you not? 


A Not fully familiar. I am familiar with the 


Q At the time that was your function, to 


enforce compliance of that, along with other rules? 
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A That was part of the function, yes. 
Q Was the net capital rule one of those you 
concentrated on a great deal? 
A During this period, yes, Sir. 
Q Were you in a position to say whether the 
net capital ratio of over 2000 per cent was a violation 


of the rule or not? 


< ae ne seme f 
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A I was not in a position to determine what 
constituted net capital. Therefore, i was not ina 
position to determine that a violation did indeed occur 
or had occurred. 

Q Were you ina positionto determine whether 
the ratio was over 2000 per cent? 

A From what figures were supplied me I could 
see whether it said 2000 per cent or more, yes. 

Q Ind my question is: From the fiaures that 
were supplied you as of March 18, 1968, was the ratio 
over 2000 per cent and had it continued to be since 


October 1968? 


A From the figures supplied to me from the 


analysis of the auditor's report, yes. From the 
special operations questionnaire supplied by the company, 
no. 


Which were right? 


Schuette-direct 922 

THE COURT: Mr. Beebe, this is exactly 
what I was suggesting at the end of yesterday. All you 
are getting him to do is he can look at a piece of paper 
and if it says over 2000 it says over 2000, and if it 
says under 2000 it says under. 

MR. BEEBE: I want to clear up for the jury -- 

THE COURT: I don't think there is anything 
to clear up. 

MR. BEEBE: When the monies came in the 
question arises whether they did what they were supposed 
to do or didn't. 

THE COURT: Ask him that. Whether the 
figures on a page add up to a ratio of over or under 
2000, that is just working with an exhibit that is in 
evidence. If you want to ask him what they did 
following looking at a piece of paper, that is one 
thing, but for him to look at a piece of paver and say 
“ves, I see what the computation says” I submit that 
doesn't advance your cause or any cause. 

Q Let me ask you, sir: After the monies were 
put in at the end of January 1969, was the firm in 
compliance with the rules? 


A To the best of my recollection, there was 


an indication that the firm was in compliance. Again, 
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from whose point of view? 

Q I am asking from the exchange's point of 
view, since you just broke down your answer into 


S0Q's and the exchange's analysis. Let's focus on the 


exchange's analysis. 


Schuette-direct 
Mr. BROOKS: I object to the question unless 
it indicates the time of the exchange's analysis Mr. Beebe 
is inquiring into. 
MR. BEEBE: March 18, 1969. 
A The computation of a capital ratio is a minute 


by minute affair, and I couldn't tell you with any certainty 


exactly when they were or weren't in compliance. 


Q That is why I directed your attention to those 


sentences there that were sent out by scmeone in your 
department. Yesterday you testified you were fully aware 
of the contents cf that letter. 

A That's what Mr. Spies -- 

THE COURT: There is no question pending. 

Q The question is, sir: did it appear to the 
exchange that the amount contributed did not correct the 
capital deficiency? It is a simple question. 

A That is what Mr. Spies’ analysis letter to Mr. 
McKay SayS. 

Q Did there come a time when there was a set of 
answers submitted by McDonnell & Company as to the financial 
questionnaire as of January 30, 19659? 

A Yes. 

Q I hand you a decurent which we have previously 
marked as Exhibit 43A for identification, and ask ya if 
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you have seine that before (handing to witness). 

A I don't recall. 

Q In the normal course of your job would the 
answers to financial questionnaires submitted by the 
company come to your attention? 

A They do not. 

Q Do you recall whether in this case the McDonnell 
& Company answers came to your attention? 

A I do not recall. 

Q Was a summary of these answers made for you or 
circulated to you? 

A Mr. Spies and I discussed the ¢- aminer's analysis 
of all the financial questionnaires of the firms that were 
under my charge. 

Q Did this come from Mr. Spies? 

A I assume so. 

MR. BROOKS: I move to strike that. 
THE COURT: Yes, strike it. 

Q In the normal procedure who would be the person 
in the department that poe receive these answers to 
financial questionnaires submitted by the company? 


A The examiner's Cepartment. 


Q And the examiner's department at one time was Mr. 


Spies one of the -- 
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No. 
Who would be? 
Mr. Curley and his people. 
Is Mr. Curley still at the exchange? 
I have no idea. 
MR. BEEBE: I offer this as thenext exhibit. 
It is a document that was produced by the stock exchange 


from its files. 


MR. BROOKS: Yes, your Honor, I do object. 
THE COURT: The objection is sustained. 


Mr. Beebe, this doesn't mean on 2 proper founda- 


THE CLERK: Any objection? ; | 
| 
| 
i 
| 


tion at a proper time it may not be admitted. 
MR, BEEBE: I appreciate that. We may have to cath! 

Mr. Curley, or somebody like that. 

Q Now, sir, you continued to be the coordinator 
in charge of the McDonnell account after March 18th, did 
you not? 

A Yes, sir. 

Q I show you a document that's been marked 44 
for identification, and I have two copies, one that cane 
from the exchange's files, which is not very legible, and 
we will call that 44, and I have another copy which we 
cbta ined from another source, which is simply more legiblé-. 
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I will call that 44A. 


(Plaintiffs' Exhibit 44 A markcd for identifica- 
tion.) 
Q Were you the author of that document, sir? 
A- It sounds like my way of writing, yes, sir. 
Q And in the upper left-hand corner of 44A are 
your initials appearing? 
A That's correct. 
MR. REEBE: I offer that as the next exhibit. 
MR. BROOKS: What number are you offering? 
MR. BEEBE: Both of them. 44 and 44a. 
MR. BROOKS: No objection. Except for the 
. underlining’in 44A. We can determine whether that is Mr. 
Schuette's or came about at some time after the writing of 
this memo. 
MR, BEEBE: I have no idea. This is how it came 
to us. I am willing to offer it ustnout the underlining. 
MR. BROOKS: Without the underlining there is 
no objection. 
THE COURT: Very well. 
(Plaintiffs' Exhibits 44 and 44A received in 
evidence.) 


Q Did you talk with Mr. McKay in or about this 
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ee 
A yes, sir, I did. 
Q Who were the two stockholders? 
A It says Mrs. McDonnell, who apparently was 
the trustee or co-trustee of some trust, arnd I believe 
it was another McDonnell family member. 
0 Was that Mr. Murray McDonnell's wife? 
I'm sorry, I don't know the relationships. 
Do you know who the other person was, apart 
McDonnell, the second stockholder? 
No, I do not. 
May I read the second paragraph "Outside money 
in the form of subordinated debentures sold to the First 
National City Bank and some church organization is being 
explored. McKay was informed that the exchange wants the 
firm to have its capital in shape very soon. The strong | 
possibility of restrictions was mentioned with tha ‘indication 


to McKay that this information be passed on to T. Murray 


When it says McKay was informed, that was you wore 


| 

| 

) | 

McDonnell.” | 
i 

| 


informing McKay? | 
A Yes, sir. | 
Q And in the third paragraph there is a sentence 
‘When pressed to"get capital’ McKay mentioned some two 
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million dollars locked in under an agreement for two 
years." | 
Did you press McKay to "get capital"? 
A This was the exchange's position. 
Q And then the last paragraph on this page 
“McKay reported that he has discussed the dire consequences 
of being on restriction with McDonnell, and that such 
limitations would certainly harm the firm for many months 
to come. McKay reported that rumors On the street have 
it that a number of firms are and have bem operating 
for months in capital violation.* 
Was McDonnell & Company at that time one of 
those firms? 
A “AS I indicated ear lier-- 
“MR. BROOKS: I object. He is reporting something 
that Mr. McKay has told. it is not anything that the 
witness is certifying to as his own knowledge. Mr. Beebe 's 


question assumes it is a fact, and I don't think it is. 


at you know. 
The question, please. 


Mi’. BEEBE: Please repeat the question, Mr. 


Rer<.ter. 


| 

| 

| 
THE COURT: No. Overruled. | 

| 


j 
(Question read.) | 
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“THE COURT: The form of your question, which is 
the last sentence is bad. Would you put it again. 
Q Do you know, sir, if McDonnell & Company hz: 
been operating for months in capital violation? 
A From the appearance of the various capital 
computations I have seen, you could make that assumption. 
MR. BROOKS: I object again and move to strike. 
The witness is just interpreting documents. 
THE COURT: Yes. I will leave it stand since 


it if obvious that is all he is doing. 


ero 
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ete; I take it the answer was not stricken? 
THE COURT: It was not. : 

Q Sir, you mentioned in this conversation with 
McKay the strong possibility of restrictions. Apparently 
early in the conversation. Then towards the end McKay 
argued that this would produce dire consequences. 

after that exchange did the stock exchange 
impose restrictions in March or April on the firm? 
os I don't believe restrictions were ‘silane in 
March or early April. 

Q Or ‘ita April either, were they? If you don't 

know, why don't we wait-- : 

A I don't know. 

Q In your observations at that time and the results 


of what was reported to you, did you see continuing 


| 
| 
| 
| 
| 
| 


cperating problems at McDonnell & Company during that period : 
of January, February and March, 1969? | 
A Yes. | 
Q Did it appear obvious to you -- was it your 
cancion that sanctions had to be imposed to cut the 
problems? 
A Can I have a definition of “sanctione"? 


Q Did the stock exchange have the ability to impose 


sanctions in its function as regulating the brokerage houses? 


SOUTHERN DISTRICT COURT REPORTERS, U.S. COURTHOINE 


ee i dada stem nemene CFM Btw oe 1 


- 


Schuette-direct 


Yes. 


That's my definition of sanctions. 


MR. BROOKS: Your Honor, that's not a definition 


of anything. 
THE COURT: I didn't see that it was. 

Q XL meant whatever sanctions the stock exchange 
had the ability to impose, wan it your view that they 
should be imposed at that time to cut the problems? 

A I felt strongly that the company should be 
subject to further restrictions, yes. 

Q Did you express that view to anyone? 

A Yes. 

Q Who did you express it to? 

A "To Mr. Bishop or Mr. Stock, I believe & that time 
was in charge of our section of the coordinators. 

% Mr. Stock is since deceased, I believe? 

A Yes. 

Q When you exvressed these strong feelings did 
Mc. Stock agree and were sanctions imposed? And I am ._alking 
about January, Pebruary, March, 1969. 

A I don't specifically recall. 

Q The fourth paragraph of that Exhibit 44 states, 
“McKay reported that the firm is about one-half converted 
to its new system and was running about ten months behind 
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schedule. 
Was that a reference to the computer conversion? 
That's correct. 
MR. BEEBE: I offer as the next document a 
document previously marked Exhibit 45 for identification. 
I believe there is no objection. 


MRS. LICHSTEIN: That's correct. 


(Plaintiffs' Exhibit 45 received in evidence.) 


MR. BEEBE: I will just read this. 
Are these your initials down there? 

A Yes. 

Q It is dated March 27th, which is the same day 
as the memo we have just been going over about your conver- 
sation with Mr. McKey. 

(Plaintiffs' Exhibit 45 read to the jury.) 

Q What was your occasion for writing that? 

A Apparently Mr. McKay had sent me scze aciditional 
papers for subordinated lenders or stock purchasers of 
HcDonnell & Company stock. Although they should have 
gone to the secretary, he sent a lot of this stuff to me. 
So I sent it down to Mr. Jim Baker in the secretary's office 
to follow the procedure that permitted the Department of 
Member Firms to give emergency capital approval to new 


stockholders. 
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Q ‘that emergency capital approval procedure 
was in force as to McDonnell & Company at that time; wasn't 
it? 

A Yes. 

Q I really was questioning re the occasion 
for saying “Bishop witd te informed that the firm's current 
capital position still requires emergency measures to keep 
under 2,000 per cent"? 

A Mr. Spies, Mr. Newman, Mr. Jolonz, the 
examiners department were all aware of which firms were 
involved in the capital ratio problems, and when these papers |, 


came in I would.check with probably Mr. Spies to find out 


the firm. 


is it still necessary to get additional emergency capital sel 
And I gather he told ym it was? | 


Yes. 


Because without the capital it was over 2,000 per 


I didn't say that. 
I am asking that. 
It may not have been. The exchange was working 


on the basis of a 1,500 per cent, that's when they begin 


Q Sir, the end of this very short sentence says 
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"Sstiil requires emergency measures to keep under 2,000 
per cent.” . 
a That's correct. 
Q In this.case it did need the capital to stay 
under 2,000? 
A That's what it says. 
Q And that was right, wasn't it? 
A You are trying to get me to say did I make a 
determination that a firm is in capital violation? I don't. 
THE COURT: I sustain the objection. We are clear 
as to what the standards are from a number of witnesses 
at this point. 
Q Did you inform or take any steps to inform the 
lenders who were getting this emergency approval that 
they were getting emergency apprvoal? 
MR. BROOKS: I objec®:. There is no identificatica | 
of lenders here. It is not even clear how this money is 


coming in. 


randum. There isn't a foundation for getting downto the 


exact numbers so far. 


| 
THE COURT: I think that's implicit in this memo- | 
H 
| 
i 


MR. BEEBE: I am not trying to do anything more 
than what the procedure was to inform people as to what 


| 
| 
| 
the witness was informing Mr. Bishop. | 
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THE COURT: You have to get down to identification 


of who the people are in some manner. 

Q Where was this emergency capital coming from? 
Not necessarily the names of the people but just the source 
of the funds. 

A I have no idea. 

Q in te coming from outside the -- 

A I have no idea. 

Q I show you a document marked previously 46 for 
identification. 

Was this the kind of summary that you or your 

group would prepare on problem firms? 

A Yes. 

Q And on the upper left-hand corner are those 
your initials? JI think the only copy ak is really 
leqible I have handed to his Honor. I am not sure that it is 
legible on your copy. 

THE COURT: He may use it. 

Q Let's use that as the exhibit then. Those are 
your initials up-at the corner, aren't they? 

A Yes. 

Q What was the occasion for preparing this -- well, 
you have answered that. 


What is the usual method of preparing this kind 
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of ameryoat that time? 

A For preparation of the group that worked with me 
in reviewing a firm with the staff that were in charge 
of the overall coordinators program and in preparation 
for the appearance of the firm's officers to discuss some 
problem. 

Q So this was prepared by or $e you in that 
connection; is that right? 


fh Right. 


MR. BEEBE: I offer that as the hext exhibit 


in evidence. 


MR. BROOKS: No objection. 
(Plaintiffs' Exhibit 46 received in evidence.) 
MR. BROOKS: May we inquire whether the attached 
schedules were part of the memorandum when it was prepared? 
Q Or are they back up that were prepared at the 
same time by way of exhibits or what have you to the 
memorandum? 
A These papers I have never seen before. 
Q These are not part of the usual precedure in 
connection with this kind of memorandum? 
A No. 
THE COURT: Let's take them off then. 


(Pause) 
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Q Sir, yesterday you testified about two chronologie 


that you prepared, one October 28, ‘68, which I think is 
marked 334, and another one attached to your memorandum 
from Mr. Bishop to you which is marked 35A. That was 
dated November 7, 1968. 
In Mr. Bishop's memorandum, he says, "Please 
give me awport on how the latest information we have 
looks in comparison with the firm in which we restricted 
them," which I believe is April, 1968. 
A That's correct. 
Q How did the latest information Look as of 
November, 1968, in comparison with the April, 1968, period? 
MR. BROOKS: Your Honor, we testified about 
this yesterday. It is explained in the next note on the 
document. I see no reason to go over it again. 
MR. BEEBE: I object to this interruption. 
This question was not asked and answered. at all yesterday. 
MR. BROOKS: We covered it. 
THE COURT: Come around to the side bar. 
the side bar.) 
MR. BROOKS: We had testimony about the message 
and the reply. 
MR. BEEBE: And the relly didn't give an answer. 
That's why I am askine the question. I should be allowed to 
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pursue lines of inquiry without having a man be led into 


answer in the document, as if that's the only answer in 


the world. I think the answers on the stand as to a man's 


knowledge are what matters. 

MR. BROOKS: I'm sure his knowledge is going to 
relate what's in the document. 

THE COURT: We did go over this exhibit yesterday. 

MR. BEEBE: Not this one. It is very important. 

' It shows things were much worse but they imposed no ce- 
strictions. It is as simple as that. He didn't give a 
report. He said let's lick and he waited and waited. 

THE COURT: When you ask him whether he knows 
anything beyond what is in this memorandum. 

MR, BEEBE: I know what the answer will be, sir. 
In all cases. 

THE COURT: Do you believe that today scven years 
later he is going to have any substantial recollection 
independently of these memoranda? 

MR. BEEBE: I think a man who is strongly 
suggesting and urging his bosses that people be put on 
violations, earteinte with his recollection refreshed, 
as it has been, will remember that things were much worse 
than they were in April. The question raised is why. He 


em ‘'t answer that question but the other witnesses can. 
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MR. BROOKS: I don't think he urged restrictions 
in this pericd. This is a date of November, '68. 
MR. BEEBE: He did testify yesterday that he 
did urge restrictions in late ‘68. 
MR. BROOKS: The evidence will show that it's 
been '69. 


MR. BEEBE: We should let the witness testify 


and not have counsel testifying. 


THE COURT: I don't think counsel was testifyinc. 
But explore it in the interests of saving time because 
if he doesn't b 2 a recollection, there is no point 
in having you read a piece of it and him saying that's what 
the memorandum shows or that's what the letter says because 
we can use ions of time and we haven't got that time. 

Go at it as short as possible. 

(In open court.) 

THE COURT: Let's have the question read back. 


Objection is overruled. 
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(Question read) 

A As I indicated yesterday, the firms operating 
position improved from April forward and then started 
to deteriorate again towards November. 

Q So that by November it was in worse shape 
than it had been in April. 

MR. BROOKS: I object to the question, your 
Honor. It's leading. 

THE COURT: It's leading in form but let's 
see what the answer is. Overruled. 

A Its ability to handle the paperwork problems 
was deteriorating again. 

Q Sir, turning to this summary, ¥'d like to 
read some passages from it. This is a chronologoy, 
isn't it, of what has happened in the past year? 

A Yes. 

Q And brincing everything up to date? 

A That *s correct. 

Q I think we went over 1968 pretty thoroughly. 
Let's start -- although there may be more on i¢, bet t 
will start for this purpose with January 9, 1969. This 
is on page 3. 


"HES memo," that's your memo that we marked 


in evidence. “Firm needs 1.7 million to meet 2000 ratio, 
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Then it skips on, "Firm currently raising 
1.2 million in capital.” 

MR. BROOKS: Your Honor, I would like to 
correct the reading. Mr. Beebe gave a January 9th date 
andthen read the information opposite the January 13th 
date. 


MR. BEEBE: Thank you, Mr. Brooks. You are 


Let me go back to January 9th. 

"HES memo, firm will be late in filing answers 
to RFQ and will probably be in capital violation as of 
October 31, 1969.” 

This is January 13th which I just read. 

January 28th, “HES memo, ratio of AI two 
3,992 per cent, charging shorts, without charging 
shorts ratio was 2717 per cent." 

MR. BROOKS: Your Honor, I am qoing to object 
to the reading of the chronology because it is simply 
a cumulative recitation of the actual evidence which was 
admitted yesterday. I see no reason to do it again. 

MR. BEEBE: It's in evidence, sir, and it 
brings up to date what this witness and the exchange had. 


It's only going to take a minute. 
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and 2.3 million to meet 1500 per cent ratio." 
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THE COURT: Are you putting any questions 
to him based on this reading because this is, I gather, 
a capsulization of Exhibit 36. 

MR. BEEBE: Of various exhibits, sir. 


Sone of them, yes. But it says it in a much more 


succinct for.n based on the witness' testimony this 


morning that these were only apparent violations. 

THE COURT: I know, but this exhibit is 
in evidence, this last one. 

MR. BEEBE: Yes, sir. I would like to cet 
these particular facts in front of the jury. 

THE COURT: Then why don't you mark what 


you want to read to the jury, read it to the jury and 


we will have been done with it. 


MR. BEEBE: Yes, sir, this has been marked, 


THE COURT: Say to the jury, "Ladies and 
gentlemen, I am going to read from exhibit" so and so 
and you read what you ~2nt to read and then we are 
finished. 

MR. BEEBE: I shall do so. 

We hove ap to January 28th now. The next 
entry is January 29th. os January 29th, "Firm met with 


exchange staff to determine amount of capital needed. 
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Firm agreed to file amended answers and obtain new 
capital of $500,000 by January 31, 1969, $2,083,000 or 
a reduction in shorts by the end of February. ° 

MR. BROOKS: Your Honor, there is a hand- 
written amendment in that sentence. I'm not sure that 
I can read it, but it may be Mr. Beebe can. We should 
note that it does appear. 

MR. BEEBE: I believe that pertains to the 
deadline being extended to one week later. 

MR. BROOKS: It says something else, too. 

(Pause) 

THE COURT: It reads "One week thereafter 


at 300,000." 


MR. BEEBF: On January 28, 1969, "Firm 


sent letter to exchange explaining capital problems 


and operation deterioration. Firm's figure showed 
3.084 million needed to reach 2000 per cent or 4.647 
million needed to reach 1500 per cent." 

Further down that Page, "Firm's January Soo 
showed reduction in SR differences, customers' unsecured 
accounts and suspense account items but differences 
account items were up aS were non-current dividend 
items. The firm reported a capital ratio of 1979 


per cent,” 
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Finally, on March 18, “The exchange informed 
the firm that the SFO as of January 31, 1969, showed a 
ratio of 2981 per cent; therefore, 325 violation again." 

The last entry, "HES memo, March 27, 1969, 
HES talked to firm. It appears that firm has probably 
been in capital violation from October 31, 1968 to January 
31, 1969.” 

QO I do have a question for you, sir, after. 
reading this, and that is on January 28, 1969, or within 
a short time thereafter,and I will define that as two 
weeks, three weeks, did the stock exchange impose 
restrictions on McDonnell & Company? 

A What were the dates on that, please? 

THE COURT: January 28 and three weeks 
thereafter. 

A No. 

Q Now, we have already marked in evidence a few 
days ago a memorandum dated March 28, 1969, and that jis 
Exhibit 21. 

ole Sir, yesterday there was some questioning 
and testimony about the relationship between net capital 
violations and the firm's financial condition. Just 


to refresh your recollection on this subject, I would 


like to read you the third paragraph of this memo. 


Schuette-direct 

"sR shorts, short dividends, and non-current 
cash dividends are hurting the firm's capital.” 

Your initials are up on the corner of that 
and you are mentioned as attending this meeting. So 
can I ask you what was the firm's capital that was 
referred to in this paragraph? 

A I didn't write this memo. 

Q I appreciate that, sir. But I believe -- 

A We are talking about the capital ratio. 

Q The next sentence reads, "The examiners 
also noted that the figures given by the firm in its 
soQ's are suspect.” 

Were they suspect, as I just read from the 
chronology of March 28th, in part because the 
January SOQ, January 30th SOQ from the firm showed a 
ratio of *979 per cent but the exchange's analysis of 
the same figure showed a ratio of 2981 per cent? 

MR. BROOKS: I object to the question. 

COURT: Yes, sustained. 
were they suspect, sir? 

MR. BROOKS: I object to the question 
again. - The witness hasn't agreed that they are suspect. 


He didn't write the memo, he is not the examiner to whom 


the memo refers as the speaker. 
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THE COURT: Sustained at this point. 
Were you present at that meeting, sir? 
A Yes, sir. 
Q Did you hear the examiner's note that the 
figures were suspect? 
A I don't recall the word "suspect." 
Q As you sit here now do you recall the ficures 
given by the firm at that time were suspect? 
A I think the contention always has been 
that it's been difficult on the basis of their records 
to determine what their capital position was or capital 
condition or ratio was. 
Q So at that time you did have some doubts 
about the accuracy of their figures; is that fair to say? 
MR. BROOKS: T ebject. 
THE COURT: Over’ uled. 
A I would say it's a reasonable conclusion. 


Q It's a reasonable conclusioc; is that what 


‘you said, sir? I didn't Rear you. 


A Yes. 


THE COURT: A rasonable conclusion to have 


doubts about the accuracy depicted. Is that what the 


answer amounts to? 


THE WITNESS: Yes. 
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Now, did there come a time shortly t!.sre- 


THE COURT: Gentlemen, let me brinayou to 
the side bar again, please. 

(At the aie bar) 

THE COUF*: Mr. Beeb>, T don't want to do 
this in the presence of the jury and I regret taking 
the time to do it now. But what do you get from that 
last series of answers that you didn't have alread: “rom 
the memo? 

MR. BEEBE: Mr. McElroy and «his witness 
both -- I find it's necessary to try to establish to the 
jury that they were finding and doubting he fia 2S, 
but they weren't doing anything about i¢ 

THE COURT: You ave that in a contemporanecus 
memoranda. What did you get from this gentlotan 
that added to that? 

MR. BEEBE: Very little. 

THE COURT: As I say, I don't want to start 


cutting in with the jury because then they might feel 


that I think somet:nhing is irrelevant and that's not 


fair to do that. But I do submit that when you have a 
sentence like this, your record is made. 


MR. BEEBR: Stick with the sentence, all 
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THE COURT: Go on to something else. 


MR. BEEBE: May I say at this point, sir, 


that J think that all counsel, and of course the Court, 


are well aware of were we are going and what we are trying 
to prove and perhaps can foresee a little bit of the line 
of questioning, and so on. I think for the jurors, 

we have eight jurors who are not as familiar, even with 
the court procedure, and that it takes a little time 

to educate them and somet mes it may be difficult for 
counsel. and the Court to understand that I have to go 
over things slowly. TI apoloaize for that. 

THE COURT: Den't apologize. If you have a 
memo, read the memo and let's go on. For example, you 
asked the gentleman, were restrictions imposed in a 
particular pair of months, and he doesn't really know at 
this point but I take it that that fact can be stipu- 
lated. 

MRK. BROOKS: That is right. 

THE COURT: They can stipulate that they 
didn't impose restrictions at such and such a point. 

MR. BEEBE: I hesitate to turn to a guy 
and say in open court, “Will you stipulate to that?" 


THE COURT: You can do it at the recess and 
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be governed accordingly. This gentleman seven years 
after, he probably doesn't remember whether it's this 
nonth or that month or whatever. 

I'm sure Mr. Brooks will say to you that I 
am prepared to tell yo we did this on this date and that 
on the other date. 

MR. BROOKS: The firm in January aaqreed 
to a whole set of self imposed restrictions. 

MR. BEEBF: Which were obviously unsatis- 
factory. 


‘HE: COURT: T am trying, as you can see, 


desperately to get this case down to a reasonable time 


and let you have the record that you want to make. We 


are going over a lot of things where your record is 
made, the facts are in, and you can make the jury 
arqument you want to make. The problem is if we go too 
far, as a matter of discretion I am going to have to 
start cutting things off. 

MR. BEEBE: I'll try not te go too far. 
Convincing the jury is my main objective. 

THE COURT: . All right. 


(In open court) 
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I offer “8 in evidence. 
MR. BROOKS: No objection. 


(Plaintiffs' Exhibit 49 was received in 


ee oe ene 


evidence) 
MR. BEEBE: I would like to read that to the 
jury. 
This is irom Mr. Schuette to Mr. Bishop. 
McDonnell & Company, meeting April 2, 1969, 
dated April 1, 1969. 


"tere is a small package of material 


summarizing the main problems at McDonnell. It would 
appear that the basic trouble lies in the ceneral record 


ke 2ping which is in such a condition that t ! firm would 


4 
| 
4 
! 
i 
of 
4 


appear unable to compute an accurate capital vosition. 
"rt would also appear that this situation 

has evisted for several months now with no reai sians 
of improvement." 

Q You delivered that to Mr. Bishop on that 
aay, didn't you? 

A That's correct. 

Q Do you romhnoer the meeting the next day with 
Mr. Bishop? 

A I don't recall that f attended the meetina. 


Q Let me show you Exhibit 23, which has been 
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previously marked in evidence, and ask if that refreshes 
your recollection. 

A Yes, it does. 

Q Did you attend the meeting then? 

A Yes, sir. 

Q Have you had a chance to go over that copy 
that before today's session? 

A Yes, I have. 

Q Is everything that happened at the meeting 
contained in that memo? 

A There were two meetings; whick meeting are 
you discussing? 

Q Both, if that will speed thincs up. 

A I attended only one of the meetings. 

Q At the bottom it says "A subsequent meeting 


held by FS, and so on, and HES explored possible 


restrictions to he recormended to the committee.” 


A That's correct. 

2 Did you attend that meeting? 

A Yes, Sir. 

Q on top it says "Two separate meetings 
then a combined meeting in RMB's erfice today" -~ 

A I am sorry, {~ remember now I was at both 


meetings. - 
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Q Can you tell us what happened at the meetinas 
if it's not all reflected in here? 

A The first meeting was in Mr. Rishop's office 
with the persons indicated here present, including the 
officers of McDonnell & Company, and the thine that 
comes to my mind about the meeting was a qeneral 
discussicn about the fact that Larry O'Brien was broucht 
into the firm and he should give some prestiae to Wall 
Street. 

Q Do you remember anything about obtaining 
capital, being placed on restrictions? 

A There was very little discussion at that 
meeting. 

Q What was the purpose of the meeting? 

A The rest of us adjourned to the second 
meeting. I' believe Mr. Bishop, Mr. O'Brien, Mr. Rome, 
Mr. Jaeger, and Mr. McDonnell, continued the meetind. 

Q What was the purpose of the adjourned session, 
chose of you who left the meeting? 

A To take a look at what kindof restrictions 
possibly should be imposed upon the firm. 


Q Who diretted you to go out and do that, 


if anyone? 


Mr. Bishop, I assume. 
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Q And were these the proposals you explored 
that are listed down at the bottom of the page? 

A Yes, they are. 

QO As a result of that were restrictions 
imposed? 

A Subsequently, yes, that I know of. 

(@) How soon after April 2, 1969? 

I don't recall. 
Two months? 

A I dont know. 

Q One of the restrictions listed is No. 5, 
knowledgeability letters. Will you explain how 
knowledgeability letters constitute a restriction? 

THE COURT: Sustained. We went through 
this, I think, with another witness. This is 


cumu)ative. 


MR. BEEBE: I think the other witness 


didn't know, sir, but I will go on. 
9) Did you report back after that session 
afterwards about your recommendations on restrictions? 
A Yes, I did. 
Q Who did you report to? 
Mr. Stock. 
Was there another meeting the next day -- 
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MR. BEEBE: I offer in evidence, I believe 


there is no objection, a memorandum dated April 3, 1969. 


MR. BROOKS: No objection. 
(Plaintiffs' Exhibit 50 was received in 
evidence) 


Are those your initials in the upper lefthand 


Yes. 

Did you attend that meeting the next day? 
Yes. 

MR. BEEBE: * would like to read this. 

(Mr. Beebe read to the jury from Plai Lifts’ 


Exhibit 50 in evidence) 


tea en a atte eects 
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Q Did anything occur at that meeting that is not 


recorded in that exhibit? 

A I don't recall. 

Q In preparation for the January 28th meeting 
I believe your memorandum, Plaintiffs’ Exhibit 39, you 
wrote the word "charged" next to the short record differences, 
is that right? 

A That's correct. 

Q Is a charge the opposite of zllowing something? 

A I assure so, yes. 

Q . Is that consistent with mxhidit 40 which says in 
the middle of the paragraph “According to McKay, the 
exchange permitted the exclusion: of stock dividend shorts"-— 

MR. BROOKS: I object. whe question of whether 
it is consistent. The memorandum. 
THE COURT: Sustained. 

Qa Can you explain to the jury, are both of these 
6 sulle, saying the same thing, abovt the treatrant of 
reeck record differences? 

: MR. BROOKS: JI object again. Yesterday Mr. 
Schuette testified he wrote the word charged down there 
because an examiner told him over the pheme that is how 
the ynroceeded. 

MR. BEEBE: That: is what x am getting at. This 
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appears ni be exactly the opposite of what they were told. 
MR. BROOKS: It is three months later. 
MR. BEEBM: Exactly the se~= date. 
THE COURT: ints get the facts and we can 
argue the relationship at a later time. 
Q Could you tell us in a neutral way, sir, is a 
charye the opposite of an exclusion? 
A Yes, it is. 
Q ‘° What was the purpose of this meeting on April 3, 
1969? 
A To explore the problems with the operating 
officers of the firm, to get the exeminers' discussions 
of what they apparently found, and to indicate to the firm 
that there were going to be restrictions placed upon them. 
Q Would it be fair to say that one of the purposes 
wns to find a way te bring them under the net capital rutc 
lavel? 


MR. EROOKS: ‘four Honor, I object. The memo sets 


Pw aera gaan tienen eae eo 


out that they are under the capital requirement at the tim 
iz is written. 


MR. BESSE: Your Ronor, I would Like a cinnce 


just to get out what the witnesr' views are on this, and also! 


tha facts ut that time, and *~ don’t think that an argument. 
abort what this meno anys or dowsn't say moves us along 
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very far. 
THE COURT: Let me hear the question again. 


MR. BROOKS: The witness has testified that 


1 

| 
The memo says that they are under the requirement. at 
MR. BEEBE: Cn the basis of a lot of pushing ao 
around of numbers, that's right, and that's my question. Pes 


THE CCURT: This is all argument at this point. 


Read the question. 
(Question read.) 


THE COURS: I am going to sustain an objection | 


to the form of the question. 


| 
everything he recalls about this meeting is in the memo. 
| 
| 
| 
| 
| 
| 
i 
i 


MR. BEEBE: Then I will coms back to that. 

Q Did you have any discussion at that period of tine 
that you participsted in at the exchange about suspending | 
MeDownell & Company? | 

No, I did not. : 
Was there any discussion that you heard of or knaw 
the exchange on that subject? 
None that I recall. 

Q What about the subject of consideration of 

McDonnell & Company? 


A X don't recall. 


DO you reca’l any discussion of bringing 
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as of the beginning of April, 1969? 

A X don't specifically recall. 

Q If I didn't limit it to the beginning of 
April, but that whole span of time, January to, say, 
May, 1969, do you recall any discussion of charges at 
that time being brought against McDonnell & Company? 


“A Mr. Beebe, I no longer performed as a coordinator 


after April 8th. So I was no longer involved directly 


in a lot of the things that were going on with McDonnell & 
Company . 

Q Aside from that, sir, you stayed with the exchange | 
until May 8th, and performed liaison functions with the 
new coordinator, Mr. Newnan, is that right? 

A That's correct. 

Q So did you hear any discussions during that-- 

A I don't recall. 

MR. BEEBE: JI offer in evidence a dcewnent which 
has been marked Exhibit 51 for identificatior. 

MR. BROOAS: No objection. 

(Plaintiffs' Exhibit 51 received in evidence.) 

MR. BEEBE: It indicates that it is a draft dated 


April 7, 1969. 


Q Was this your draft of the restrictions letter, sir; 


i 


A It certainly reads like it was. 
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Q It has your initials up in the upper left-hand 


corner, doesn't it? 

A As I indicated, Mr. Beebe, my initials in that 
left-hand corner indicated that I read it, that I know what 
it is about, and that it should be placed in the McDonnell 
Company file. : 

.Q I may have misled you, sir, I'm Sorry. The upper 
left-hand typed portion. 

A Yes, sir. 

That indicates it was prepared by ‘you? 

Yes, sir. 

You are right, there are other initials up there. 

Was this the draft restrictions letter that 
emanated from that discussion on April Ist or 2na? 

It was. 

Had Mr. Bishop requested that you prepare this? 

Mr. Stock. 

Mr. Stock? 

Yes. 

Is it fair to say that the first page covered 
generally imposing specific limitations relating to the 
firn's Operating conditions, and the second page covered 
tho firm's capital conditions? 

MR. BROOKS: your Honor, I object. 
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THE CouRT: Sustained. 
MR. BROOKS: I think I wou 
B query about this, unless we find out what was sent. This 
| is just a draft. I don't see what the purposes is. : 
| THE COJRT: Let 'scsee what the questions are. 
| Q : Mr. Schuette, on the second page I would Like 
to read something to the jury. The first full paragraph. 
: “Because of the questions that have arisen concerning 
| the computation of the firm's capital conéition and the 
) requirement to comply with Rule 325 at all times, we feel 


that there is an immediate need to obtain approximately 


$2,000,000 to keep the ratio well below 2,C00O per cent. 


g 

{ 
‘e 
a | 


Such:an:.addition in capital should be made by" -~- and 


then there is a blank space. 


pi orm 


Q Sir, could you explain what was to be filled 
| in the blank space? 

A A date. 

Q Who was to fill it in? 

A Mr. Stock, I assume. 

Q So you did deliver this to Mr. Stock? 

A I don't recall. 

Q Am I correct that there is no mention in here 
ybout alerting anyone from whom this additional two million 


&sLiars might be raised from about the firm's capital or 
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operating conditions? 


MR. LOFLIN: I object, your Honor. The document 
speaks for itself. 


THE COURT: Sustained. 


MR. BEEBE: I will read the whole document then, 


and not read what I have already read. 


THE COURT: Mr. Beebe, you can argue to the jury 
at an appropriate time. 

MR. BEEBE: Very rwell, your Honor. J. will. acopt 
that suggestion. 

THE COURT: Ladies and gentlemen, we will take 
our.mid-morning recess. 


(Recess) 
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(In open court, jury present.) 

MR. BEEBE: The next exhibit is 52. I believe 
there is no objection. I offer it in evidence. 

(Plaintiffs' Exhibit 52 received in evidence.) 

Q Sir, I have handed you Exhibit 52 which was 

just marked. I would like to turn back to the last exhibit 
for one moment. 

MR. BROOKS: Your Honor, we have some confusicn. 
When the plaintiffs asked us whether we would object to 
Exhibit 52 coming in,we did so on the basis of the fact 
that at the deposition our records reflectted that it 
was a one page exhibit. And we admitted in a Gemand to 
admit to a one page exhibit. 

Exhibit 52 which has come in has many pages 
to it. In fact, some of them are different letters back 
and ferth to different people. This is “he first tim 
thet ve are aware of these, as far as I k.ow. 

MR. BEEBE: XI don’t think it is.the first time, 
yout enor. These were subpoenaed from the stock exchanao. 
Tkese are attachments to the famous Exibit 66. Do you 


remember, Mr. Brooxs? And these are the ones that were 


| 
| 
| 
| 
| 
| 
| 
| 


produced by the stock exchange in response to that subpoena. 
MR. BROOKS: That may be, but we have no objection 


to page 1 coming in, which was the deposition exhibit that 


rdh2 Schuette-direct 
we eAnirted was genuine and part of the business records. 

There is no such admission to the other pages, 
and I think Mr. Reebe should therefore lay a foundation, 
if he can, for those. 

THE CQURT: Just “hold up a minute. 

(Pause) 

MR. BROOKS: In fact, some of them appear to be 
internal McDonnell & Ccmpany documents. 

MR. BEEBE: Could F call for the subpcenaed 
documant? 

THE CQURT: The second sheet appears to he 
referred in the first sheet. As does the last two sheets, 
which is Exhibit 51 as a matter of fact. 

MR. BROOKS: The last two sheets were the most 
recent exhibit,5l. 

THE COURT: That's right. The second 
to be referred to in the first. 

MR. BROOKS: Agree with that. 

THE CQCURT: Now, the rest of it I do not see 
at this point see how it becomes a part of this exhibit. 

MR. BEEBE: I can explain it very simply, sir. 
It was produced in response to a subpoena by the stock 
exchange and *™ simply turned around ond copied’. it. 


THE COURT: That may be. 
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ee a eee ener nner ee 


MR. BEEBE: I'm very sure that this was exactly 
the way it came in. Perhaps we could clear it up if the 


subpoenaed document were produced at this point. 


chien serena alte eiboe 


THE COURT: I will tell you what, I am going to 


exclude the middle three pages at this point unless this 


witness is prepared to give you some sponsorship for them. 
MR. BEEBE: Before we tear it apart could I try 
to get some sponsorship? 


THE COURT: Please do. 


tintin ere one ie Na i Ae ee 


Q Mr. Schuette, did you forward some material to 
Mr. Steck needed for the discussion with Murray McDonnell 


in and about April, 1969? 


i 
; 
i 
4 
a 
4 
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A Yes. 

Q Will you look at the attachments here and focus 
particularly starting on the third page with a letter 
fram “array McDonnell addressed to Mr. Bishop, dated 
Rpril 7th, and the fourth page and the fifth page and 
the sixth page -- I'm sorry, the fourth and fifth page, wrict 

appears to be a memorandum on mandatory neta igh sens also 

dated April 7th. I ask you ig — documents were attached 
as part of the package -thatuyounsent to.Mr. Stock? 

A Except for the first two pages, the rest of 
the package is not part of the memorandum. 


MR. BEEBE: £ call for the attachments to Exhibit 6 


SOUTHERN tie RICT CORT ar US. coun 


whxh are the subject of the trial subpoena. 


MR. BROOKS: Oursearch did not reveal any exhibits 
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attached to Exhibit 66 or described. 

THE COURT: Let's go forward at this point and 
I will admit the first two pages as Exhibit 52 in evidence. 
I will exclude the balance and you can try to resolve 
this over the lunch hour. 

MR. BEEBE: Very well, your Honor. 

THE COURT: These other two pages may be marked 
52A for identification. 

MR. BEEBE: May I make one suggestion? The 
covering memo refers to a draft letter suggesting 
arccouiate restrictions as discussed with Fred Stcck. 

THE WITNESS: Then I will probably withdraw what 
I said. Maybe the last two pages of the draft were included 
in that, 

MR. BEEBE: Could we make the exhidit, if there 
is 10 objection, the McDonnell's supposed self-imposed 
vestrictions and the draft letter? 

THE COURT: You may. 

MR. BROOKS: No objection. 

THE COURT: The April 7th suomissions of McDonnell 
& Company will be marked 52A for idertification. 


(Plaintiffs' Exhibit 52 received in evidence.) 
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(Plaintiffs' Exhibit 52A marked for identification ,) 
Q Now, when you forwarded these materials that are 
52, the ones that you have identified, to Mr. Stock, 
do you know what he did with them? 
A I have no idea, 
Q The last paragraph on the forwarding memo .ays-- 
let me pull back. 
Was the subject of this memo the proposed im 
position of restrictions? 
MR. BROOKS: I object. It is perfectiy clear from 
the memo what the subject is. 
THE COURT: Yes, sustained. 
MR. BEEBE: Mey I read from the memo? 
IHE COURT: Yes. 
Q Apparently from you to Mr. Stock, McDonnell & 
Comrany restrictions. 
(Plaintiffs’ Exhibit 52 in evidence reat to the 
jury.) 
—Q Did you receive that call? 
: A Yes. 
Q What did McKay tell you? 
A I don't specifically recall. 


Do you recall generally, sir?‘ oa, : 


Generally, he indicated they: were: going to contest 


2 me em Re mn eam nig mc 
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_the yeseeienaene, 

Q What was the basis for the ¢ontest? 

A I don't recall whether he mentioned it. 

Q Did you at that ti near any basis, hear about 
any basis for contesting the restrictions? 

A XI don't recall.. 


Q The bottom is a note in your handwriting, is it n 
A Yes. 
| 


Q I will read it to the jury. It is dated April 17,| 
1969. “Meeting of RMB and Stock and Murray McDonnell. 
No restrictions imposed.” | 
That's your signature at the bottom? 
A My initials, yes. 
Q How did you learn that, no restrictions had been 
imposed? 
X My assistant coordinator continued to parforn 
as assistant coordinator to Mr. Newman who succeeeed 
i os coordinator, and we were gradually turning over 
vali the firm files to Mr. Newman. 
Q So you learned that from your assistant 
ordinator? 
Yes. 
Who was he? 


Peter Naliwick ,N-a-1-i-w-i-c-k. 


| 
| 
| 
| 
| 
| 
! 
| 
| 
| 
| 
| 
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Q pia you learn from Mr. Naliwick or anyone else 
what the basis was for not imposing the restrictions? 

A p 3 don't recall. 

MR. BROOKS: Your Honor, on the basis of the 
foundation Mr. Beebe has laid in conjunction with the | 
reading of the last paragraph of Exhibit 52 and the oineat' 
answers, I will withdraw any objection that I have to | 
Plaintiffs ' exhibit 52A. It may come in ain’ evidence. 

THE COURT: All ric%t. 

(plaintiffs ' Exhibit 52A received in evidence .) 

Q Could you lcok at 52A, plewse, for a moment, sir, 
the first letter, and Tf would like to ask you if you have 
ever seen that before? 

A No, I have not. 

Q Have you seen the memorandum that constitutes 
tha cecond and third page? 

A I have not. 

MR. BEEBE: I would like to read just from the 
covering letter from Mr. McDonnel to lx. Bishop, Murray 
ticDonnell, vice president of the Department of Member Firms. | 

April 7, 1969 “Gentlemen: We request a delay 


of three months in the imposition of restricticns for 


McDonnell & Company, "Incorporated for the reasons set 


SOUTHERN DISTRICT COURT ®EPORTERS, 4S. COURTHOUSE 
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forth in the attached memorandum. Jf£ such a request is | 
oo 
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denied “a wah that the matter be appealed to the highest 
authorities of the New york Stock Exchange." 
Sir, what is the effect of imposing mandatory 
restrictions in terms of publicity about the firm? 
MR. BROOKS: Tf object to the euibetien. 
COURT: Yes, sustained. 
the voluntary restrictions cubite imevteasen 
A 
Q Do mandatory restrictions become known within 
the mambership organization? 
A Yese 
MR. BROOKS: T object to the question. Hew 
could he answer that? 
MR, BEEBE: Did he answer it? 
THE COURT: I know, but what is the basis for 
his knowledge? : 
MR. BEEBE: His experience from many years 
in the stock exchange as to how these things work so the 
jury can see what the efiect is of imposing or not imposing. 
THE COURT: No, let's gat the answer from the 
witness, not from you. 


THE WITNESS: Would you please ask the question 


i 
i 
| 


i 
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again. 


MR, BEEBE: T believe had an answer on the record. 
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TE COURT: I know we did but I am questioning 
whether the answer was a knowledgeable and helpful answer 

. | z 
to the court. | 

(Question and answer read.) 

THe COURT: I will allow it to stand. 


Q and does that result in defections of personnel 


in the member organization? 
THE COURT: If ycu know. 
A I don't think I can answer that positively 
what the results cre. 


Q I would like to read from one portions of the 


é ole. ~ 


attached memorancum from the McDonnell Company to the stock 
ace exchange asking for the extension of three months on the 
imposition of mandatory restrictions. 

“4 Paragraph 7e 

we “phe imposition" -- 
cae MR. BROOKS: Excuse me, Mr. neebe. I'm not 
sure, your Honor, that the memorandum was attached to 
the letter to the stock exchange. Tt is not referred to 
in the letter. It is just a separate memorandum. It appears 
to be an interaal memorandum of McDeanell & Company. 

MR, BEEBE: Could I please read from the 

covering memorandum, sir? 


THE COURT: Look at 58A, sheet 1, the first 


ein; lead opine nme ene Siew late mewn ohm 
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paragraph. 


MR. BEEBE: I think it is just the contrary. 


MR, BROOKS: I will correct it, your Honor. 


I apologize to you and Mr. Beebe. 

THE COURT: Read paragraph 7 of the April 7th 
memorandum of McDonnell & Company, please. 

MR. BEEBE: Thank you, sir. 

"The imposition of mandatory restrictions 
at this time, since the fact cannot be ccncealed within 
our organization, could start defections of personnel 
waten could threaten the continued existence of the firn 
and the possible forced abandonment of our new securities 
processing system, which is the first revolutionary 
and complete processing system ever designed." 

Q Now, coming back to your draft restrictions 

luttar, one question was suggested as to whether this 
actwa Liy ever became a final restrictions letter. Let mz 
ask you something first. On the second page, secend full 
paragraph, I will just read from that. It says, "In view 
of the questions still open about the firm's capital, each 
new capital contributor must sign a knowledgeability letter 
similar to the enclosed example. Steckholders making capital 
renewals must also supply the exchange with such a letter." 


Was that restriction letter finalized and sent out? 
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I have no knowledge. 

Q When it refers in that sentence to the question 
still open about the firm's capital, each nev capital 
contributor must sign a knowledgeability letter, is the 
capital that is referred to there the financial capital 
of the firm as opposed to -—- what is the capital that is 


refetzred to there? 


A The money contributed by new stcckholders, 


old stockholders, customers who become subordinated lenders. 

Q Finally, sir, coming back to the January 29, 1969, 
meeting, which you testified yesterday abovt in your 
direct examinatica, you said, in answer to a question 
about relating for us what the discussion was with Mr. 
Bishop, “Specifically Mr. Bishop came into the room and 
indicated to the officers of McDonnell & Company that they 
‘had to raise a specified amount of capital by such and euch 
a date." 

"QO Then did hé- leave? 
"Then he left." 
When you say “indicated" in there, can you relate 


for us, with as much precision as you can, what he said? 


een tetas 


A I don't specifically rcall his words, exact words. 
Q Did he ceme in and stand behind a chair and 


make an announcement; do you recall that? 


. 
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That's substantially what happened, yes. 
Q Was anything said by the McDonnell & Company 
people after he made his announcement? 
A I don't recall. 
MR. BEEBE: No further questions on direct of 


this witness. 


CROSS EXAMINATION 


BY MR. BROOKS: 
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Q Mr. Scheutte, how many firms in the MNOP 
group of firms were there overwhich you had jurisdiction 
as a coordinator in and about February of 1969? 

A Somewhere between 106 and 108 firms. 

(9) Now, did some of these other firms beside 
McDonnell have problems generated by the paperwork 
crunch similar to those of McDonnell? 

A Yes. 

MR. BEEBE: Objection. 
THE COURT: Overruled. 

Q By that time referring to problems such as 
stock record differences, fails, capital ratio problems. 

A Yes. 

QO Now, do you find it sometimes difficult 
to keep in mind six years later the precise Getails as 
to one of those firms when you are asked cuestions about 
those details? 

A Very difficult. 

Q Let me see if you have this in mind, Mr. 
Schuette. Any time when you were functioning at the 
stock exchange and had jurisdiction over McDonnell & 
Company, did anyone ever tell you in writing or orally 
to treat McDonnell any better or any worse than you 


treated t-ose other hundred or so firms? 
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No,sir. 


Q You testified that you recommended 
imposing restrictions, and this was yesterday's testimony, 
probably late in 1968 or early in 1969. 

After reviewing these recent exhibits 
which you have seen reflecting discussion about 
restrictions and a meeting in early April, is your 
recollection refreshed that: your recommendation was in 
early '69, to wit, in and about April? 

A It seemed to me it was earlier than that. 

Q How much earlier? 

A Probably around the time we aot into the 
discussion or the discussions were going on about the 
capital computations. 

Q About Janvary? 

A January, February. 

G Now, in and about that time do you recall 


McDonnell & Company volunteering that it would follow 


| 
| 
it 
| 
1 
| 
| 
: ) 


and abide by a number of self imposed restrictions? 
A Yes. 
0 In and about January? 
A Yes. 
Q Now, I have here a letter which was marked 


position Exhibit 38. I only have one copy because 
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I didn't realize that this would become an issue. 

But I would like to show you that, a letter dated 
January 28, 1969, to the department of member firms, 
signed by Thomas A. McKay. I ask you if that letter 
sets forth McDonnell & Company's volunteering to follow 


a number of restrictions on their business and generally 


on their conduct which you recalled a minute ago? 


A Yes, I do. 

MR. BROOKS: I offer that, your Honor, in 
evidence. I will supply everyone copies if they don't 
have them already. 

(Defendant Stock Exchange Exhibit BB1 was 

marked for identification) 


MR. BEEBE: Is this being offered at this 


MR. BROOKS: Yes, it is. 

MR. BEEBE: May I take a look at it? 

MR. BROOKS: Yes. (handing) 

(Pause) 

MR. BEEBE: This appears to be a letter 
from Mr. McKay oe stock exchange. I don't know 
if there is any connection with this witness. 

MR. BROOKS: Why don't you ask him if he 


saw that before? 
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BEEBE: Have you ever seen this before? 
WITNESS: Yes, I have. 
BEEBE: When did you see it? 
WITNESS: I don't recall. 
BEEBE: Did you see it recently? 
WITNESS: Yes, I have. 
MR. BEEBE: Did you see it at about the 
time of say April or March of 1969, do you recall that? 
THE WITNESS: I recall seeing it riaht after, 
sometime in this period. End of January, early 
February. 
MR. BEEBE: I have no objection. 
THE COURT: Received. 
(Defendant Stock Exchange Exhibit BBl was 


received in evidence) 


0 Now, Mr. Schuette, is volunteering for self 


imposed restrictions a normal practice by member firms 
at ahout this time when they were up acainst the wall? 

A It happened very often, yes. 

Q Do you know the reason why they would 
volunteer for self imposed restrictions when they were 
in a situation like this? 

A Probably the stigma of forced restrictions 


caused them to become voluntary. 
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Q The letter, BBl, which has 5s" been marked, 
recites that since October 28th, and I ts ” it before -- 


.2 


since October 31, which was the date of the audit, ana 
it must be prior to January 28, 1969, which was the date 
_of the tetter, the firm had increased its capital by 
certain designated amounts. 
Now, do you recall that happening at the time? 

A I don’t recall. 

Q Would you take a look at the exhibit and see 
if the recitation Mr. McKay set out in there refreshes 
your recollection? 

| MR. BEEBE: ue Ga ee 


for itself, sir. 
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THE COURT: The question is whether with 
» 
his recollection refreshed he will have answers to Mr. 
| | 
: Brooks' forthcoming questions. | 2 
ji oe | 
il A I recall that capital was coming in. | 
t | 
‘ | Q That's before January 28th, I take it? | 
he j 
nS {| 
t A Yes. 
4 . | 
4 Q May I take a look at that? 
} A Yes. (handing) | 
| Q Now, yesterday you testified that stock | 
exchange rules required a member firm to have one 
box count a year. Do you recall that? 
} 
i 
i 
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A Yes, sir. 
Q And then you went on to answer a auestion of 
Mr. Beebe's, when he said "Then it's substantially 
correct that you can't calculate your capital unless 
you can count the box?" 

And you answered, "Yes, that's substantially 
correct." 

You didn't mean, did you, to say that if 
you simply conformed to the rule and counted your box 
the required one time a year that you couldn't calculate 
your capital during that year, could you? 

MR. BEEBE: Objection. Leading and 


let let the witness testify himself what he means. 


THE COURT: Well, this is cross-examination. 


Let me hear it back. 

(Question and answer reac) 

THE COURT: I'll sustain the objection. 

MR. BROOKS: I will read the exact 
testimony. 

At page 835, your prior answer at line 12 
was, "The fact that you are not counting the hox 
doesn't mean it has any effect on the capital position 
at all. It's when there are differences in the count. 


"0 In other words, if you c7n't count the box, 
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you can't compute the capital; is that correct? 

"A That is substantially correct, yes, sir.” 

Q Now, my question is, did you mean hy that 
answer to suqgest that you couldn't calculate your 
capital if you conformed with the exchange rule and had 
only one count a year? 

A You can certainly conform to the capital 
requirements or compute your capital ratios without 
counting the box. But specifically in terms of this 
particular audit, the count of the box was required. 

Q And the box was counted by the auditors, 
was it not, in the course of their audit? 

A YT assume so, yes. 

Q And would it, therefore, be fair to say 


that McDonnell & Company complied with the box count 


- yule? 


A Yes, sir. 


Q Yesterday Mr. Beebe had marked in evidence 


Pinintiffs' Exhibit 34A, which is entitled "Operations 
check list, Securities and Exchange Commission national 
office," a date which appears to be 7-30 or 7-10-11-68, 
“McDonnell & Co., Incorporated." 

I believe your first reactionyesterday 


was to identify this as a New York Stock Fxchanae 


at eeeeenaeaemens wr 


SOUTHERN DISTRICT COURT REPORTERS. U.S. COURTHOUSE 


rdr Schuette-cross 
document. 
I ask you to take a look at it and reflect on 

it a bit and tell me whether you can now identify it 
as something other than a stock exchange document. 

A Yes, |] can. 

Q What can you identify it as? 

A This is, as Mr. Beebe termed it, an operations 
check list of the Securities and Exchange Commission. 

2) And how did you come to get it? 

A I don't specifically recall. 

Q But you did come to get it, I believe you 
testified. 

A Yes. 

Q Were you aware at this time that the Securities 
and Exchange Commission was conducting an examination 


cf McDonnell £ Company by the use of check lists such 


Specifically, no. 


A The SEC was running a parallel operations 
questionnaire type of program. 

Q On all member firms? 

A I don't know what their policy was. 


Does that. document suggest to you that they 
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were running a parallel check on McDonnell & Commany at 
about the time indicated on the document? 

MR. BEEBE: Objection. 

THE COURT: Suscained as to form. 

Q Do you know whether the Securities and 
Exchange Commission was conducting an examination of 
McDonnell & Company in the fall of 1969? 

A I du not know. 

Q Does that document refresh your recollection? 

A It doesn't refresh my recollection, althouch 
_it may suggest it. 

MR. BROOKS: Your Honor, I would like to read 
a few of the indications on this document, since it has 
been marked in evidence by the plaintiffs. 

THE COURT: You may. 

(Plaintiffs' Exhibit 34A in eviceence was 

read to the jury) 

Q Now, Mr. Schuette, let me show you what I have 
pre-marked as New York Stock Exchange Exhibit CC for 
identification. This is a letter or it apnears to he a 


letter dated January 30, 1969 to te department of member 


firms of the New York Stock Exchange, sianed by Thomas A. 


McKay. 


I ask you if you saw this letter on or about 


SOUTHERN DISTRICT COURT REPORTERS, U.S. COURTHOUSE 


8 macnn cme 


rdr Schuette-cross 
the date of January 30, 1969, which it bears. 
A Yes. 
MR. BROOKS: I would like to offer the letter 


in evidence and then read it. 


MR. BEEBE: I believe it may already be in 


evidence. I have no objection to it going in, however. 
(Defendant Stock Exchange Exhibit CC was 
received in evidence) 
(Defendant Stock Exchange Exhibit CC was 
read to the jury) 
Q Mr. Schuette, was your reading cf this letter 
the first time that you had any knowledae that McDonnell 
& Company would attempt to satisfy its capital requirement 
by adding to tre already subordinated accounts of Mrs. 
Anna McDonnell and Mrs. Marjorie F. McDonnell? 
AK Yes. 
fe) Do you know who Mrs. Marjorie F. McDonnell is? 


I have no idea. 


SOUTHERN Dis? RICT COURT REPORTERS. U.S. COURTHOUSE 
FOLEY ‘QUARE. NEW YORK. N.Y. = 791-1020 


ho a Paes tone nn mt 


» 


Schuette-cross 
Do you know who Mrs Anna McDonnell is? 

A I have no idea. 

0 The third paragraph speaks of a capital value 
of $950,000, and the paragraphs above speak of market 
values considerably in excess of $950,000. 

Can you tell us what the difference is 
between capital value and market value? 

A This tells me that they were subordinating 
securities in their personal -- in their accounts with 
the firm, ane only a certain value can be attributed to 
these securities. They call it a Raireut. They cut 
a portion of the value out because of the securities 
in there fluctuating up and down in the market so they 
provide, in a sense, a margin for fluctuation. 

Q Do you recall how much that margin was? 

A I don't recall. 

ce) Let's try to take a simole example for the 
jury. Let's say the haircut, as you called it, was 30 
per cent, and I was putting in a million dollars of 


AT&T stock. | How much capital value would the firm be 


allowed for my $1 millicn of AT&T stock? 


A $700,000. 
0 Because we haircut off the market value 


30 per cent? 


___ SOUTHERN DISTRICT COURT REPORTERS, U.S. COURTHOUSE | __ 


Schuette-cross 


That's ‘correct. 


Is that the process that was working here? 

A Yes. 

Q The letter advises that Mrs. Anna M. McDonnell 
and Marjorie F. McDonnell already had existing subordinated 
accounts. Does that then, that deposit that is 
described in the letter in each account, require any 
approval by the stock exchange, or does it require any 
approval of those two ladies? 

A I assume it does, yes. 

Q You assume it does? 

A Yes. 

Q Wouldn't they have first been approved 
when they opened those subordinated accounts sometime 
ago? 

A Yes. 

Q As I understand the procedure, what they 
are now doing is putting more assets in the account, 
is that rigat? 

A Maybe I misunderstood your question. 

0 Does that mean your answer is now different? 

A Was your question would the two subordinated 
stockholders or lenders have to give approval for 


adding additional capital under the aqreement? I said 
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I probably put my question inelegantly. 

what I would like to know is: As I under- 
stand your past testimony, when someone wants to be 2a 
capital contributor to a firm they must cet themselves 
approved, and that form goes to the secretary's office in 
the normal course, and then the board of governors determines 
whether it thinks the person is a nerson of hich 
enough caliber to be approved or is not. 

My question is: Did that approval have to 
take place in the case of an already existing subordinated 
account? 

A No, it did not. 

Q Would the procedure to be followed be 
simply like someone depositing more money in their savinas 
account at the bank? 

A More or less. 

MR. BEEBE: Objection, your Honor, and 
would like to have that stricken. 

THE COURT: Yes, strike that out. 

Q The last paragraph of the letter speaks 


commitment. Were you aware in and about this time 


commitment by T. Murray “cDonnell to supply certain 


additional capital? 
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MR. BEEBE: Objection. I believe he said 
he had never seen this letter before. 


MR. BROOKS: That is not correct at all. 


His initials happen to be ii. the upper righthand corner. 
I believe the witness testified thathe did see it on 
or about January 30. 


THE COURT: Let's ask him. You saw this? 


THE WITNESS: Yes. 


Do you have the question in 


A Would you please repeat it. 

Q Were you aware, in or about January 30, of 
a commitment that Mr. T. Murray McDonnell had made 
to the New York Stock Exchange to raise certain amounts 
of capital on a certain schedule? 

A I don't specifically recall a commitment. 
I vacall a demand by Mr. Bishop to bring this money 
in. 

Q Is your testimony that you don't recall the 
response to that demand? 


A I don't recall the response to it. 


Q You were not then aware of a first requirement 


to deposit $500,000 on January 31 at this time, were 


you? 


This came out of the meeting, I believe, 
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at January 29. They required that the money he 
deposited. 

0] You understand this to be meeting that 
requirement? 

A That is what I understood it to be. 

QO. | Be you understand that the contribution of 
January 30 simply meets the requirement for that day? 

A I don't recall what the exact requirements 
were, so I couldn't answer that. 

Q Mr. schanttey you have looked at the SEC 
operations checklist which was marked in evidence by 
the plaintiffs? 

I now show you a memorandum dated February 
10, 1969, appearing to be signed by you, referring 
to some SEC activity, and I ask you if you can identify 
that. (handing to witness) 

A Yes. 

Q Are those your initials down at the hottom? 


A Yes. 


Are you the preparer of this memorandum? 


It's my customary lanquage, yes. 
MR. BROOKS: I offer it in evidence. 
MR. BEEBE: On counsel's representation that 


this is previously produced I have no objection. 
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(Defendant New York Stock Exchange Exhibit 
ccl was received in evidence) 
Q Mr. Schuette, I think it fair to characterize 
the memo as saying that an SEC examiner has reviewed 
the analysis of a stock exchange examiner and has raised 
a question about the analysis. Is that a fair reading 
of it to you, sir? 
A That's what it seems to say, yes, sir- 
Q Do you recali the conversation which you 
had with Mr. Barton of the SEC about that subject? 
A Specifically, no- 
Q Was it a practice of the New York Stock 
Exchange to supply to SEC ex iners the analysis made 
by stock exchange examiners of stock exchange member 
firms capital positions? 
I don’t know whether it was policy and 
practice. 
Q Do you recall jt being done in respect to 
tueDonnell & Company? 
A Specifically, I don't recall. 
Q Do you have any independent recollection 
of the event other than the exhibit before you? 
A The second paragraph brings a vaque 


recollection of standing in Mr. Schroeder's office and 
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discussing the allowability of customer cash accounts 
in this case, as discussed. 

Q Do you recall whether that question had been 
raised by an SEC examiner? 

A Yes. 

Q You and Mr. Schroeder qot toaether to discuss 
who was right, is that correct? 

A. Ne: I went to Mrs. Schroeder to get the 
eere'a evaluation of the question. 

Q Which expert? 


MR. BEEBE: Expert's evaluation? I move 


to strike that,unless we have some testimony as to who 


is the expert he is talking about. 
THE court: Strike it out. 
Q You went to Mr. Schroeder to get whose 
evaluaticn? 
A His evaluation of the question. 
Q Do you recall what it was, what his 


evaluation was? 


nee" ret tae on ln sone semen mae + 


A He indicated that on strict -- special 
cash accounts that the unsettled debits in their 
regulation applied to those and therefore they were 
not charged against capital. 


Q Was that the position he had previausly 


SOUTHERN DISTRICT COURT REPORTERS, U.S. COURTHOUSE 


ne eam sme mmm eer 


mar Schuette-cross 


taken -- he, Mr. Schroeder, had previusly taken? 


A I don't know the position he had »reviously 
taken on the question. 

Q Was that a position previously taken by the 
exchange examiner's analysis? 

A I would say yes. 

Q. Did you make any reply to Mr. Barton, the 
SEC accountant, after your discussion with Mr. Schroeder 
on this matter? 

A Yes. I relayed the information. 

0 To Mr. Barton? 

A To Mr. Barton. 

Q Do you recali what he said when you 
relayed it to him? 

A tT: don't recall. 

@) We talked about a demand that McDonnell 
& Company bring in additional capital in late January, 
and ve have seen some documents that Mr. Beebe has 
showed you that indicated in late March or early April 
the firm of McDonnell & Company couldn't seem to quite 
secure its position under the capital rule, they were 
in and about 2003 per cent, as some memos showed, some 


above and some below. 


MR. BEEBE: Objection. This is 
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characterization and mis-characterization, I micht say. 
THE COURT: Yes, sustained as to form. 
Q Do you recall, Mr. Schuette, between the 
period of late March and early February the New York 


Stock Exchange rejected over a million dollars of 


capital that McDonnell & Company had brought into the 


firm? 

A Vesi.)(T ao. 

Q Do you recall the circumstances of that 
rejection by the stock exchange of the million dollars 
of capital? 


A 
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Would you tell the jury, please? 

A The money was supposed to ke coming from a trust, 
a Murray McDonnell or a McDonnell family trust, which had 
some clauses in it which the exchange wouldn't accept. 

Q Do you recall what problem those clzuses created 
and led to the exchange's re, ction of this million dollars 
of capital? 

A As I recall, they went to counsel about it. 

Q Do you recall whether it had anything to do 
with the authority that the trustees had under the trust 
to make a loan such as the one being proposed? 

A I am not familiar with the specifics of it. 


Q Let me show you a memorandum that apparently 


was prepared by you dated March 6, 1969, which I have had 


marked as New York Stock Exchange Exhibit EE for identi- 
cicatiow, 

I ask you if that memorandum is a description 
oe tine exchange's rejection of this capital that is offered 
hy tevennell & Company, or attempted to be brought in 
by McDonnell? 

A Yes. 

Do you recall who -- 

MR. BEEBE : Is this offered? I am sorry to 
interrupt, but I have no objection if it is being offered. 
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MR. BROOKS: You pushed me to it, Mr. Beebe. 
vt will offer it. 


| 
(Defendant New york Stock Exchange Exhibit EE | 
received in evidence.) | 
Q Do you recall who the trustees of this trust | 
were, sir? | 
A It was one of the McDonnell ladies. I don't know | 
which cine. | 
of the McDonnell what? | 
of the McDonnell ladies. I don't know which a 
me show you ancther letter which appears to | 
refer to you, at least, ard was addressed to the stock | 
exchange, attention of Mr. Spies, from Thomas McKay, dated 
March ll, 1969, on the subject of the rejection of this | 
capital by the exchange. 


(Defendant New york Stock Exhibit 


foc identification.) 


Do you want me to read it cut loud? 


No. I am going to ask you a few questions about 


| 
| 
| 
| 
Q Would you read that quickly, sir? It is only | 
| 
| 
| 
| 
\ 


(Pause) 


Does the Exhibit EE-1 refresh your recollection 
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as to who the trustees of this trust were? 


Yes, it does. 
And now who do you recall to be the trustees? 


The Manufacturers Hanover Trust Company, and 


Mrs. Margie F. McDonnell. 


Q 


The prior exhikrit, II, recites in the iast 


paragrapn that “According to McKay, the firm’s lawyers 


were meeting with Floyd Brandow to again discuss the 


exchange's objection to the trust agreement covering 


1,075,000 in potential new capital." 


A 


Q 


Who was Mr. Bramow? 
I beliw he is a lawyer with your firm. 


Exhibit EE-1 describes, ayrecites in the third 


paragraph, that Herbert E. Schuette has approved -- 


MR. BEEBE: Excuse me, I don't think this is 


in avidence,. 


tell us 


MR. BROOKS: It is not yet in evidence. 

MR. BEEZE: I object to reading from it. 

-MR. BROOKS: I was trying to get it in evidence. 
THE CCURT: Do you offer it? 


MR. BROOKS: I wanted Mr. Schuette to give us-- 


THE COURT: Why don't you ask him? 


Mr. Schuette, did you see the letter at the time? 
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Yes. 
MR. BROOKS: i will then offer it. 
THE COURT: Any objection? 
MR. BEEBE: No objection. 


(Defendant New York Stock Exchange Exhibit EE-1 


received in evidence.) 


Q The letter has an attachment, sir, which is 


described as the estimated capital position of McDonnell 


& Company at March 3, 1969, showing two capital ratios, 


one of 1,890 per cent, and the other an alternative of 
1,617 per cent, sir. 


Was that attachment part of the letter that you 


i 
j 
1 
‘| 
| 
t 
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{ 
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saw at the time? 

A I don't recall. 

Q It is referred to, I believe, in paragraph 1 
of the Ietter. Would it have been the practice of the 
excharnga to keep the attachment with 2 letter such as this? 

4 Customerily. 

MR. BROOKS : Any objection to the attachment, 
tir. Beebe? | 
MR. BEEBE: I have no problem with it. 

Q The third wicicaciuin of the letter recites that 

“The enclosed computation does not include 600,000 of 


temporary capital depssited on March 10, 1969, in the 


ene pee nye eee AOUUTHERN DISTRICT COURT REPORTERS, U.S. COURTHOUSE 


mah Schuette-cross 
subordinated account of T. Murray McDonnell, with the 
approval of Mr. Herbert Schuette, nor the receipt to date 


of $237,,000 of capital from sale of additional McDonnell 


& Css Incorporated stock, nor further decrease in 


capital penalties, nor $113,000 of additional eavitek 
to be realized from the sale of aéditiona. McDonnell & 
Co., Incorporated stock for which payment is expected 
momentarily." 

I want to ask you some evestions about that 
paragraph, sir. That's why I read it. 

Do you recall giving an approval for this 
temporary $600,000 of cuntein : 

A The word " srary" bothers me, because I don't 
think temporary approval of capital is given. 

Q I am not sure that the word “temporary” goes 
with opmreval. It seems to go with temporary capital. 

That's right. 
Does that have any meening to you? 

A Capital contributed to a firm is not to be 
contributed on a temporary basis. 

Q Do you have any recollection of a matter being 
discussed and resolved by you in or aout this time relating 
to $600,000 of temporary capital? 

A Yes. The firm was going re be a participant in an 
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underwriting, so in order tm carry, to be adequately 


capitalized or financed, or to keep its ratio in line 


to carry the underwriting they needed additional capital. 


The question was: could the:s put in $600,000 temporarily? 
I discussed ‘ets with Mr. Bishop and I den‘t recall who else 
The capital couldn't be put in tempocurily, although 
they couldn't prevent a shareholder from taking his capital 
back out again if the capital ratiosvere met. 
In other words, it became temporary by the action 

of the sharehclder. 

Q Do you mean subordinated lender? 

A Or subordinated lender. 

Q While the $600,009 was in the account of Mr. 
T. Murray McDonnell, was it at the risk of the business of 
the firm, just as any other subordinated account was? 

by Yes, it was. 

0 Do ye all thet this deposit was definitely 
ads as it had be-a approved by you? 

A Yes, I recall that. 

Q Let me show you a letter I have pre-marked as 
Stock Exchange Exhibit FF and ask you if that Ictter 
from Mr. McKay to yourself documents the fact that that 
$600,000 was deposited? 


A Yes, it does. 
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Q Does it document the terms under which it might 
be withdrawn? 


A Yes, it does. 


| 
MR. BROOKS: I will offer that in evidence. | 
| 
J 


MR. BEEBE: On the representation this was previous 
produced I have no objection. 

THE COURT: Very well. 

(Defendant New York Stock Exchange Exhibit FF 


received in evidence.) 


UN ee ee ee 


THE COURT: Mr. Brooks, will you be asking question 
about this FF? If not, we will take our luncheon break. 
MR. BROOKS: I would just like to read it. 
(Mr. Brooks read to the jury from Defendant 
New York Stock Exchange Exhibit FF in evidence.) 
Q Mr. Schuette, do you know whether they did with- 
ie thedy capital on or about April lst? 
They did not, 


MR. BRCOXS: I think this would be a good brezking 


THE COURT: We will take our luncheon recess 


until 2 o'clock. 


(Recess to ? P.M.) 


SOUTHERN Dts’ RICT COURT REPORTERS, U.S COURTHOUSE 
FOLEY *QUARE, NEW YORK. NY. — 791-1020 


etree a ene eee momen ee ce mmmanitiaemmental 
AON AR NE NN RAN So me pe ~~ ee 


© tee ame at cere ns - ——- 


Schuette-cross 


AFTERNCQN SESSIQN 


(In open court, jury present.) 
BE R BCE Re SCHUETTE, resumed. 
CROSS EXAMINATIQGY CONTINUED 
BY MR. BROOKS: 
Q Mr. Schuette, Exhibit 51 is before ya. That 
is the draft of the letter that you prepared as a suggested 
draft of a letter to be sent by Mr. Stock to Mr. McKay. 
Your draft is dated April 7th. I think Mr. Beebe 
established in your testimony that this draft was not sent, 
at least in April iti the time that you remained at 
the exchange. 
Do you recall whether Mr. Stock did send a letter 
on or about April 7th in response to thea problems for 
which you suggested this draft which ie Exhibit S17 
A I don't specifically recall. 
Q Let me show yo: a series of doctments which 


I fave marked Stock Exchange. Exhibic GG fer identification 


und ask you if that series of documents refreshes your 


recollection. 
A Yes, it does. 
Q Can you tell me what yar recollection is now 


about that subject? 
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A Mr. Stock sent me a memo asking that I prepare 
a letter to the firm outlining what the exchange wanted 
in terms of a program, improvement program by the firm 
in their operations. 

Q Is the first document in the series of four 
pages which I have just handed you marked GG a memo Mr. 
Stock sent to you? 

A Yes, 2t..is. 

Q And did you then pursue the task that he asked 
you to pursue? 

A Yes, I did. 

Q Is the second page an outline prepared by you 
in response to Mr, Stock's request? 


A Yes, bie nh 


Q And if I were to characteize it, and did so, 


sayitg thre it was a work plan, would that be consiste:1i. 
“with your understanding? 
It was a work vlan, yes. 
Work plan for McDonnell & Company; is that right? 
For McDonnell & Company. 
Q Take a look at the next two pages, sir, Can you 
identify those for me? 
A They are the letter that Mr. tock went out over 
his signature outlining the work plan. 
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MR. BROOKS: I offer this in evidence, your Honor. 


MR. BEEBE: No objection. 


= 2 i ey» ~ 


(Defendant Stock Exchange Exhibit GG is received 
in evidence.) 
Q Now, did you have any discussion with Mr. Stock 


about why he was going to send out a letter requiring 


‘ 1 
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a work plan from McDennell & Company which is part of 
Exhibit GG, rather than sending out a letter of the type 
you had drafted, which is Exhibit 51? 

A No discussion. 

Q Do you know whether the Gecision to send out 


a letter in the form that is included in Exhibit GG 


rather than in the form that is Exhibit Sl was Mr. Stock's 
decisicn? 


A I don't knew whose Gecision it was. 


Q Is the work plan that you cutlined at Mr. Stork's 
coquest, which is part of Exhibit GG, a work plan that 
hed been required of other member firms besides Mcvonnel) 
in the: past? By past I mean prior to Aoril, ‘69. 
MR. BEEBE: Objection relevancy. 


THE COURT: No, I will overrule it. Although I must | 


say your question is a little bit vague in form. 


MR. BROOKS: I will restate the question. 


THE COURT: I will sustain it on that ground. 
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Q Mr. Schuette, had the work plan, which is 
reflected in the second sheet of Exhibit GG, been applied 
or required in the past when you out lined it as to other 
member firms? 

A Yes, the work plans were applied to the other 
member firms, not necesserily specifically these items. 

Q But some of the items? 

A Yes. 

Q And were the items or the requirements of a 
particular work plan selected in response to the particular 
problems of the firm in question? 

A Yes, they were. 

Q Is there any requirement in the work plan which 
you outlined as to which the exchange had not had a prior 
experience in imposing and working with in respect to 
1 memhor firm prior to it cequest that McDonnell submit: 


avec a work plan? 


MR, BEEBS: Objecticn, your Honor. 
THE COURT: Overruled. 
A No, there is nothing unusual in here that hadn't 
been applied to some firm or another before. 


Q Well, where did you come up with these points 


to include in your outline of a work plan? 


A In a @iscursion with the examiner, I don't know 
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whether Mr. Spies was involved. It may well have been 


2 
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Mr. Spies also. 

Q 

what work plan should be constructed for MeDonnel & Co.? 
A Yes, I do. 
Q What was his name? 
A He was the witness that preceded me. 

barrassed that I can't remember the name. 
Q Was it Mr. McElroy? 


A Yes. 


Q And did Mr. Stock's letter adopt the outline 
that you and Mr. McElroy and perhaps Mr. Spies had worked 
up? 

THE CCURT: Doesn't it speak for itself? You have 
the plan, you have the letter. 
MR. BROOKS: I will withdraw the cuestion. 

Q Now, do you know whether McDonnell & Co. dur inc 
your tenure at isa exchange, and I know you understand we 
urs tuna Cutting into the last month ef your employment 
there; but during that month do ‘you know whether McDonnell 
& Cos made a response to Mr. Stock's letter, which is part 
of Exhibit GG? 

A I don't recall. 


Let me try to refresh your recollection by 
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showing you a letter dated April 16, 1969, from T. Murray 
McDonnell to Fred J. Stock, which has been pre-marked 
as Exhibit Exhibit HH for identification. 
Do you recall having seen that letter ‘on or 
about the date it bears, April 16, 1969? 
A I don't specifically recall. 
Q Are there any indications on the letter which 
would indicate to you that you di see the letter? 
A Yes, my initials and notification to put it 
the file. 
Q This is not a work plan, is it, sir? 
MR. BEEBE: Objection. I think it speaks for 
COURT: This is HH for identification?" 


BROOKS: Yes. 
COuRT:: Yes, I think it would speak for 
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BROOKS: I offer first, in evidence, your Teac 


COURT: Any objection? 


BEEBE: No. 
CGJRT: Received. 
(Defendant Steck Exchange Exhibit HH received 


in evidence.) 


we geet rw een aemeete coe: neennes eam —mumnaan im arm mean rae = 


(Mefendant Stock Exchange Exhibit H read 
to the jury.) 
Q As I understand it, Mr. Newman was breaking in 
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as your successor as the coordinator at 
A That‘s correct. 
Q And you had planned by this time to leave 
the exchange for ancther ceeteian? 
A That's correct. 


And that decision was yours to make, was it 


That's right. 
Were you asked to stay at the exchange? 
Yes, I was. 

Q During the remainder of the month of April while 
you were at the exchange did you obtain any knowledge which 
would indicate whether the work plan was received or not 
by the exchange? 

A I don't recall. 

q I hopé you have before you Plaintiffs’ Exhikii 44A,) 
tir. Schuctte. Is that a fact? 

A Yes. 

ot Mr. Beebe in discussing that exhibit with you 


called your attention to the words at the third paragraph 


in quotes, “get capital." 


I will read the sentence in which that phrase 
appears to make some sense out of it. It says, “When 


pressed again to get capital McKay mentioned some two 
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million dollars locked in under an agreement for 
two years.” 

I belicve you have testified that you were 
the author of this memorandum, did you not? 

A Yes. 

Q And I take it that you used that term "get 
capital" and you either typed it or instructed that it be 
typed in quotations, did you not? 

A I don't recall if I specifically instructed 


that it be quoted. 


Q Well, when you describe your discussion with 


Mr. McKay by saying "When pressed again to get capital," 
would getting capital have included selling some stock 
exchange seats which we have been told were not good 
capital items for cash which were good capital items? 
MR. BEEBE: Objection. Hypothetical. Wovld it 
included -- 
THE COURT: Sustained. 
Mr. Schuette, what did you mean by “get capital"? 
A The firm was close to, apparently near by capital 
ratio violations time and time again, and as such, since 
they were losing the possibility of additicnal capital here 
that they had already, it was a natural reaction just to 
tell them to get enou~h capital. 
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Did you care where they cot the canital? 
No concern of mine. 
Q Was the thrust of your messace to qet your 
ratio up, McDonnell & Company? 
A That is the thrust of the messacc. 


Q And you can get your ratio up by doing things 


like selling your liquid assets and turnina those liquid 


assets to cash, can you not? 

A Did you say Liquid? 

Selling liquid assets and turning them into 

cash. That would get up your capital ratio? 

A That would get up the capital ratio, that is 
correct. 

Q And you can clean up some of your back office 
problems, can you not, and get up your capital ratio? 

A That is correct. 

Q You weren't telling Mr. McXay te go cut 
and solicit any particular person to put money into 
Nepornnell & Company, were you? 

A I don't think that was in the exchance's 
province. 

Q Let's take a look at the attachment, Mr. 
Schuette, to Exhibit 52A. I know you have testified 


that you haven't seen that attachment, you didn't at the 
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time. That you will recall is a list of reasons 
prepared by somebody at McDonnell & Company addressed to 
somebody at McDonnell & Company which was included in the 
first page, which is a letter to the exchance by Murray 
McDonnell, arguing why restrictions shouldn't be 
applied. One of the reasons -- are you with me? 

A Yes, I am with you now. 

Q I'm sorry I got a little bit ahead. 
Looking at paragraph 8 on page 2 of the attachment, 
I would like to read that, with your Honor’s permission, 
since it's in evidence. 

It says, "Our net worth is at an all-time 
peak, up from $15 million on October 31, 1968, to some 
$19 million currently, by injection of new capital 

from appreciation of assets which are non-admissible 
cule 325 purposes." 

Did you have knowledge of that appreciation 

-ssets and the increase in McDonnell & Company's 
worth at that time? 
A ZT did not. 
MR. BROOKS: I have no further questions. 
THE COURT: Any other counsel have any 


aquestions? 


MR. LOFLIN: No, your Honor. 
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Schuette-cross-redirect 

MR. BEEBE: On redirect, your Honor. 
REDIRECT EXAMINATION 
BY MR. BEEBE: 

Q Sir, while you have that pace open, the 
paragraph that was just read and you said that the net 
worth had increased $3-million "by injection of new 
capital and from appreciation of assets which are 
non-admissible for 325 purposes." 

What was the injection of new capital? 

A By April 7th there was a whole host of new 
voting, non-voting stockholders, also some subordinated 
accounts that were added to the capital. 

Q Do you know whether or not the subordinated 
accounts included our clients’ accounts? 


A I don't know specifically whether they did or 


Q You knew it included some subordinated 
leaders, didn't you? 

A Oh, yes. 

Q Sir, you were asked about the draft 
restrictions letter that you prepared and then 
something that was called a work plan. Is it safe to 
say that the restrictions letter was laid aside and the 


work plan was taken up 4s the exchange plan of operation 
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rdr4 Schuette-redirect 
at that point? 


A I think that's the assumption you could make, 


That's consistent with your recollection, is 


Yes. 
Q There was no discussion of work plans 
before April 9 or April 10th, was there, that you 
recall? 
A Not that I recall. Specifically to McDonnell 
& Company. 
Q I meant that. Thank you, Sir. 
Are work plans pu! licly disclosed? 
I don't believe they are. 
This one was not, was it? 
I don't know. 

9 You mentioned that other firms had 

wih plans similar to this. Could you name some that 
w to mind? 
A I could not name any specific other firm. 


In Exhibit FF -- you do have that in front 


Tt don't have it, no. 


That is March 11, 1959. 
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Schuette-redirect 
I have it. 
The last paragraph reads: 
"We understand that we may withdraw capital 
on April 1, 1969, if such withdrawal would not result 
in our capital ratio exceeding 2000 per cent." 


Is it your testimony that those funds were 


not withdrawn on April 1? 


A To the best of my knowledae, they were not 
withdrawn. 

Q Was the reason they were not withdrawn 
because to do so would have resulted in the capital 
ratio exceeding 2000 per cent? 

MR. BROOKS: I object, your Honor. He is 
asking for the operations of somebedy else's mind. 

MR. BEEBE: Straight out of the 
questioning on the exhibit that came in on cross. 

THE COURT: Overruled, if he knows. 

Ask the question again. 

THE COURT: Could it be read back, please. 

(Question read) 

I assume so. I did not make the decision. 

Sir, this speaks about -- 

MR. BROOKS: I move to strike the answer 


out. It's not based on knowledge. 
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Schuette-redirect 
THE COURT: Strike it out. 


re) This document, and I kalieve some others that 


you testified about this morning. concerned $600,000 in 


the subordinated account and referred to -- and you 
referred this morning on cross-examination to additions 
being made to subordinated accounts at the end of 
January 1969. One of those accounts that you mentioned 
was Marjorie McDonnell. Do you remember that, sir? 

A Yes, sir. 

Q Marjorie McDonnell is not Margaret Mary 
McDonnell, is it, sir? 

A I don't know. I don't know the McDonnells. 

MR. BEEBE: Just so there is no confusion 
in the jury's mind, can we make it clear on the record 
and have it stipulated that the Marjorie McDonnell is 
not our client, the plaintiff in this case? 

MR. BROOKS: Dwi stipulate that Marjorie 
fT. MeOonnell is T. Murray McDonnell'’s wife and not 
liscjaret Mary McDonnell, the plaintiff. 

THE COURT: Thank you. 

Q Referrine to Exhibit EE that was introduced 
on cross-examinetion. That is dated March 11, 1969. 
MR. BROOKS: What exhibit? 


MR. BEEBF: EF. 
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Schuette-redirect 
MR. BROOKS: That's another date. 
MR. BEEBF: EEl that is. 

Q Is it your testimony that McDonnell & Company 
had certain accounts or a certain account at that time 
which they offered as a capital contribution but the 
exchange turned them down? Was that the thrust of 
your testimony this morning? 

A Yes, that capital was offered and it was 
turned down by the exchange. 

Q What was the basis of turning it down? 

A As I testified this mornina, I don't know 
the legal technicalities of why the exchance turned 


it down. It was somewhat involved in terms of the 


trust agreement. 


Q Is it that the exchange looked at the trust 
aqreement and made a determination that it was not 
yermissible for the trust to make a contribution of 
that nature? 

A I assume so. 

MR. BROOKS: I object and move to strike. 
THE COURT: Strike it out. 

Q Let me refer you to Exhibit EF then. This 

is siqned by you. I am going to read to vou from the 


first paragraph which you testified about this morning. 
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“According to McKay as the one and a half 


million dollars subordinated account under the trust 
agreement is not available because the exchange will not 
accept the terms of the trust, McDonnell & Company 
will be short by $520,000 to meet the 2000 per cent 
ratio.” 
Was that what Mr. McKay had told you? 
A Yes. 
Q And that trust is not a plaintif¢ in this 
is that true? 
A I don't know. 
MR. BEEBE: Can we stipulate to that so 
there is no confusion here? 
THE COURT: I don't know what you mean. 
The record is clear. 
MR. BEEBE: As long as it is clear. 
thuucht there might be some real confusion with the 


‘av the question came out. 
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Schuette-redirect 

Q In any case, did the exchanqe make any 
examination as to the trust that is involved here, and the 
trust agreement that is involved here? 

A I have no idea. 

Q Sir, you testified this morning about your 
recommendation for the imposition of restrictions. 

That was on cross-examination. 

When did you first recommend the imposition 
of restrictions on McDonnell & Company after you became 
coordinator? 

A I can't specifically recall. 

Q Talking abcut he terms, and referring 
specifically to your testimony yesterday when you 
pinpointed it as late 1968. Is that still your 
testimony today? 

MR. BROOKS: I object. He went on to 
say or early 1959 in the same statement. 

.@) Why don't I read it to you, sir. Perhaps 
that woulda help refresh your recollection from yesterday. 

THE COURT: What needs to be refreshed? 

MR. BEEBE: On speisimnteaiins he seemed 
to back away from that this morning and say somethina 
quite different. 


Q Maybe you can just tell us your testimony now, 
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sir, and we can rest this matter if you are still in 
agreement with what you said yesterday. 

THE COURT: I will sustain an objection to 


the question as far as it's gone on the crounds of forn. 


Q I will start again, sir. When did you first 


vecommend imposition of restrictions on McDonneli & 
Company after you became a coordinator in May 1968? 

A I couldn't specifically give you a date, Mr. 
Beebe, because we, in reviewing the various firms we 
had under our charge, we would suggest to Mr. Bishop 
or later Mr. Stock that maybe this firm needed to have some 
restrictions placed upon it, this or any other firm, 
and this might have happened at any one of our weekly 
coordinator meetings. So I can't specifically name 

date. 

£) Of course, sir, I am not askine vou to na7e 
a precise date in July or August 1968. | T am just 
asking you if it was, indeed, ihn 1968? 

A I would assume that that was possible, yes. 

MR. BROOKS: I move to strike, your Honor. 
THE COURT: Yes, strike that out. 

Q All richt, then I will go after with more 

precision, sir. 


Let me just ask you: In your testimony 
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mdr : Schuette-redirect 1018 
yesterday you did speak in terms of late 1968, and I 
will read it to you and ask if that is still your 
testimony. 

A Fine. Go ahead. 

Starting on page 822: 
"Now, you recommended imposing restrictions. 
What was the basis of your recommendation? 

"A Specifically I don't recall. 
general overall picture. 

"Q Who did you recommend it to? 

"A I believe probably the earliest recommendations 
were made to Mr. Bishop. 7 

*Q This would be early in that period of June 
to December 1968? 

"A I would say late in ‘68. 

7") When you said the earliest recommendations, | 
you mean there were a series of recommendations by 
yourself? 

“A No. The firm was already under self imposed 
restrictions during that period. 

"OQ Sir, what makes you say they were under self 
imposed restrictions in 1968? 

“A They filed a list of the restrictions that 


they imposed upon the firm's operations. 
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i ® Do you have a copy of that here? Have you 
seen such a document recently? 

a 3 I have seen such a document, yes. 

"0 When did you see that, sir? 

"A Oh, within the last week. 

"0 And this is 1968, these self imposed 
restrictions? 

He Yes. 

"0 Could you describe it for us? 

"BR They limited the number of transactions 
they would handle. I don't recall the specifics 
at it. 

"© Are you sure it could have been late in 
January of 1969 of that list you are talking about? 

"A Those restrictions were imposed before I 
became the coordinator. They were self inmnosed, 
voluntary restrictions. 

"OQ But you recommended on top of that that 
the exchange impose restrictions; is that right? 

"A Yes." 

That was your testimony? 


That's correct. 


MR. BEEBE: No further questions on redirect, 
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Schuette-redirect 1920 
THE COURT: Mr. Brooks, anything on re- 
cross? 
MR. BROOKS: I have no further questions of 
Mr. Schuette. 


THE COURT: Very well, sir, you may step 


(Witness excused) 

MR. BROOKS: At this time we are prepared, 
subject to your wishes, to read in passages from the 
transcript of Anna M. esau’ as if it were cross- 
examination and as if she were here on the stand. 

We left open whether we would at the same 
time read in interrogatories signed and sworn to by her. 
I put that question to the Court and Mr. Beebe, 
whether we could be permitted to do that at the same 
time. 


THE COURT: Ithink I will permit you to do 


MR. BEEBE: On the interrogatories, sir, 
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1 would be reading practically everything in that 
wasn't read by the other side. I would simply suqgest 
we mark it as an exhibit and offer it in evidence and 


I would have no objection. 
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all of it as an exhibit. 

THE COURT: You want to read some of 

MR. BROOKS: We have five. 

MR. BEEBE: My plan is to read in everything 
not read. 

THE COURT: Is there any objection to some 
of them on the ground of self serving statements? 

MR. BROOKS: I don't know. I think there 
would be if Mr. Beebe wants to mark them all. 

7 COURT: Why don't you put in what you 
want to at this point, and then Mr. Beebe will make his 
offer, and we will deal with it as he makes it. 

MR. BROOKS: Very well. 

Since it has been shown that I am not 
the best reader, I am going to ask Miss Lichstein 
and Miss Solomon to do the reading. 

Miss Solomon will take the stand and Miss 
Lichstein will be the interrogator. 

MS. LICHSTEIN: Ladies and gentlemen, 
this is part of the deposition of Mrs. McDonnell, Sr., 
and these are portions that Mr. Beebe did not read and it's | 


as if she were being cross-examined. 
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